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EXECUTIVE SUMMARY

ES1 INTRODUCTION

The U.S. Environmental Protection Agency (EPA) isrevising and updating the two
primary regulations that ensure that manure, wastewater, and other process waters generated by
concentrated animal feeding operations (CAFOs) do not impair water quality. EPA's proposed
regulatory changes affect the existing National Pollutant Discharge Elimination System (NPDES)
provisions and the existing effluent limitations guidelines (ELG) for “feedlots.” The NPDES
provisions define and establish permit requirements for CAFOs and the EL G establish the
technology-based effluent discharge standard that is applied to CAFOs. Both of these existing
regulations were originally promulgated in the 1970s.

EPA isrevising the regulations to address changes that have occurred in the animal
industry sectors over the last 25 years, to clarify and improve implementation of CAFO
requirements, and to improve the environmental protection achieved under these rules. The
revisions EPA is proposing would affect who must apply for a permit under the NPDES program,
who is subject to the ELG, and what the EL G requires. A summary of the current and the
proposed NPDES and EL G regulations for CAFOs are presented in Sections 1 and 3 of this
report, respectively. More detailed information on the current and proposed regulationsis
presented in Sections I, V11, and VI of the preamble.

This Economic Analysis (EA) summarizes EPA’ s analysis of the estimated annual
compliance costs and the economic impacts that may be incurred by affected operations that are
subject to the proposed revisions. EPA also provides additional material on the proposed CAFO
regulations in the Devel opment Document for the Proposed Revisions to the National Pollutant
Discharge Elimination System Regulation and the Effluent Guidelines for Concentrated Animal
Feeding Operations, which discusses how EPA estimated compliance costs of the proposed
regulations. EPA’s benefits analysis, titled Environmental and Economic Benefit Analysis of the
Proposed Revisions to the National Pollutant Discharge Elimination System Regulation and the
Effluent Guidelines for Concentrated Animal Feeding Operations, provides information about
existing water quality impairments associated with animal production operations and estimates the
extent to which these impairments may be mitigated by the proposed CAFO regulations.

ES.2 DATA AND METHODOLOGY
ES.2.1 Data Sour ces
EPA did not conduct an industry-wide survey of all CAFOs. Rather, EPA isrelying on

existing data sources and expertise provided by numerous government agencies, state agricultural
extension services, land grant universities, and information from industry trade associations and
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agricultural professionals. Major data sources are discussed in detail where they are used to
conduct the analyses presented in this report. Two major sources of primary USDA data were
instrumental to the economic analysis. These include USDA’s 1997 Census of Agriculture and
datafrom the 1997 Agricultural Resource Management Study (ARMYS).

The 1997 Census of Agriculture is conducted by the National Agricultural Statistical
Service (NASS) and provides information on the number of feedlots, their geographic
distributions, the amount of cropland available to land apply animal manure generated from animal
confinement operations, and other information. These data are compiled by NASS, with the
assistance of personnel at USDA's Natural Resources Conservation Service (NRCS) who
devel oped a methodol ogy to identify information specific to animal confinement operations. All
Census data provided to other government agencies, including EPA, are aggregated to preserve
confidential business information. EPA uses these data to develop its model CAFOs and to
extrapolate CAFO level coststo all operations nationwide. A discussion of the Census data used
for thisanalysisis provided in Section 4 of this report; more detailed information is provided in
the Development Document.

The 1997 ARMS data, compiled by NASS and the Economic Research Service (ERS),
provide complete financial accounting data for U.S. farms for each of the magor commodity
sectors affected by the proposed CAFO regulations. These data are used to depict farm financial
conditions to evaluate regulatory impacts. Data for representative farms were obtained by ERS
through specia tabulations of the ARMS data, conducted by ERS, that differentiate the financia
conditions among operations by commodity sector, facility size (number of animals on site), and
major farm producing region. As with the Census data, these data were aggregated by USDA ina
manner to preserve both the statistical representativeness and confidentiality of the respondent
survey data. Section 4 discusses the ARMS datain more detail.

ES.2.2 M ethodology

EPA estimates the economic impacts of the proposed CAFO regulations using a
representative farm approach. A representative farm approach is consistent with past research
conducted by USDA and many land grant universities to assess a wide range of policy issues,
including environmental legislation pertaining to animal agriculture. This approach provides a
means to assess average impacts across numerous facilities by grouping facilities into broader
categories to account for differences among operations.

EPA developed two sets of models for determining economic impacts at animal
confinement operations—cost models and financial models. EPA evaluated compliance costs
based on more than 170 farm level cost models that were developed to depict conditions at and to
evaluate compliance costs for select representative CAFOs. EPA’s cost models are differentiated
by commodity sector, farm production region, facility size, and land availability for application of
manure. EPA’s cost models provide the estimated compliance costs that are compared to
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corresponding financial models that characterize financia conditions across different types of
operations. (Similar to the cost models, the financial models are also differentiated by sector,
facility size, and production region.) Economic impacts under a post-regulatory scenario are
approximated by extrapolating the average impacts for a given model CAFO across the larger
number of operations that share similar production characteristics and are identified by that CAFO
model.

For this analysis, EPA evaluates the economic achievability of the proposed regulatory
options at existing animal feeding operations based on changes in representative financia
conditions across three criteria. These criteria are: a comparison of incremental costs to total
revenue (sales test), projected post-compliance cash flow over a 10-year period, and an
assessment of an operation’ s debt-to-asset ratio under a post-compliance scenario. To evauate
economic impacts to CAFOs in some sectors, impacts are evaluated two ways—assuming that a
portion of the costs may be passed on from the CAFO to the consumer and assuming that no
costs passthrough so that all costs are absorbed by the CAFO.

Additional information on how EPA developed the cost modelsis provided in the
Development Document. Section 4 of this report discusses how EPA devel oped the financia
models and addresses additional methodological issues.

ES3 REGULATED COMMUNITY

The animal sectors covered in this analysis include the cattle, veal, heifer, dairy, hog,
broiler, egg layer, and turkey sectors. Not all confinement operations (or animal feeding
operations, AFOs) in these sectors may be CAFOs and thus subject to the proposed regulations.
Table ES-1 presents the estimated number of operations that would be defined as a CAFO under
each of the co-proposed alternatives, as well as other regulatory scenarios considered by EPA.
The two co-proposed alternatives include the “two-tier structure”’ that would define as CAFOs all
AFOs with more than 500 AU and the “three-tier structure”’ that would define as CAFOs all
AFOs with more than 1,000 AU and any operation with more than 300 AU, if they meet certain
“risk-based” conditions, as defined in the preamble (also summarized in Section 3 of this report).

EPA estimates that both proposed alternative structures would regulate about 12,660
operations with more than 1,000 AU, accounting for operations with more than a single animal
type. The two-tier structure would also regulate an additional 12,880 operations with between
500 and 1,000 AU, for atotal of 25,540 operations. Under the three-tier structure, an estimated
39,330 operations would be subject to the proposed regulations (10 percent of all AFOs),
estimated as the total number of animal confinement operations with more than 300 AU. See
Table ES-1. Of these, EPA estimates that atotal of 31,930 AFOs would be defined as CAFOs (9
percent of all AFOs) and would need to obtain a permit (Table ES-1), while an estimated 7,400
operations would certify that they do not need to obtain a permit.
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Table ES-1. Number of Potential Operations Defined as CAFOs by Select Regulatory Alternative, 1997

“Two-Tier”
“Three-Tier”
Sector/Size >300 >500 >750 >300 >500 >750 >300 AU
Category AU AU AU AU AU AU

(# operations) (% total) # (% total)

Cattle 4,080 3,080 2,480 4% 3% 2% 3,210 3%
Vea 210 90 40 25% 10% 4% 140 16%
Heifers 1,050 800 420 84% 64% 34% 980 78%
Dairy 7,140 3,760 2,260 6% 3% 2% 6,480 6%
Hogs: GF ¥ 4,920 2,690 2,300 9% 5% 4% 2,650 5%
Hogs: FF ¥ 9,450 5,860 3,460 15% 9% 5% 5,700 9%
Broilers 14,140 9,780 7,780 41% 28% 22% 13,740 39%
Layers: wet ¥ 360 360 210 12% 12% % 360 12%
Layers: dry ¥ 1,690 1,280 1,250 2% 2% 2% 1,650 2%
Turkeys 2,100 1,280 740 15% 9% 5% 2,060 15%
Total ¢ 39,320 25,540 19,100 10.5% 6.8% 5.1% 31,930 8.5%

Source: See Section 2, Table 2-3.

¥“Hogs. FF" are farrow-finish (includes nursery and breeder pigs); “Hogs: GF’ are grow-finish only.

| ayers: wet” are operations with liquid manure systems. “Layers: dry” are operations with dry systems.
““Tota” eliminates double counting of operations with mixed animal types.

In addition to being defined as CAFOs, AFOs can be designated as CAFOs, even if they
have less than 500 AU (two-tier structure) or 300 AU (three-tier structure). EPA estimates that
designation may bring an additional 50 operations under the proposed two-tier structure (500 AU
threshold) and 10 operations under the proposed three-tier structure each year nationwide.

The proposed regulations may also affect businesses that contract out the raising or
finishing production phase to a CAFO but exercise “substantial operational control” over the
CAFO (described in Section 3 of thisreport). EPA estimates that 94 meat packing plants that
dlaughter hogs and 270 poultry processing facilities may be subject to the proposed co-permitting
requirements. Other types of processing firms, such as further processors, food manufacturers,
dairy cooperatives, and renderers, are not expected to be affected by the co-permitting
requirements since these operations are further up the marketing chain and do not likely contract
with CAFOsto raise animals. Fully vertically integrated companies (e.g., where the packer owns
the CAFO) are not expected to require a co-permit since the firm as the owner of the CAFO
would require only a single permit.

EPA aso expects that crop farmers who receive manure from CAFOs would be affected
under one of the two co-proposed options relating to offsite management of manure. EPA’s
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Devel opment Document documents how EPA estimated the number of potentially affected crop
producers. These estimates are presented in Section 5 as part of EPA’s overall analysis.

Section 2 of this EA presents more detailed information on the regulated community,
including a profile of the various CAFO sectors and meat and poultry processors.

ES4 ANNUAL INCREMENTAL COSTS

EPA estimates the annual incremental costs of compliance using the capital and recurring
costs derived in the Development Document. EPA converts these costs to incremental annualized
costs, as described in Section 4 of this report. Annualized costs better describe the actual
compliance costs that a model CAFO would incur, allowing for the effects of interest,
depreciation, and taxes. EPA uses these annualized costs to estimate the total annual compliance
costs and to assess the economic impacts of the proposed requirements to regulated CAFOs by
taking the annualized costs for each CAFO model and aggregating them on the basis of the
number of affected CAFOs represented by each model. Section 4 and Appendix A provide more
details on the cost annualization methodology and results.

EPA calculates two types of compliance costs—re-tax and post-tax. The post-tax costs
reflect the fact that a CAFO would be able to depreciate or expense these costs, thus generating a
tax savings. Post-tax costs thus are the actual costs the CAFO would face. Pre-tax costs reflect
the estimated total social cost of the proposed regulations, including lost tax revenue to
governments. Pre-tax dollars are used when comparing estimated costs to monetized benefits that
are estimated to accrue under the proposed regulations (see Section 10). In this Executive
Summary, EPA presents aggregate incremental costs on a pre-tax basis (and in 1999 dollars).
The preamble to this rulemaking also presents all costs on a pre-tax basis. Throughout this
report, aggregate costs presented and those that are used to assess financial impacts on CAFOs
are presented as post-tax costs and in 1997 dollars, since 1997 is the base year of the analysis.

Table ES-2 summarizes the total annualized 1999 pre-tax compliance costs to CAFOs
attributed to the proposed two-tier structure and three-tier structure. The table shows these costs
broken out by sector and by broad facility size group. These costs represent the cost of the
proposed BAT Option under the ELG and reflect a combination of two options that vary
depending on regulated sector. The “BAT Option” refersto EPA’s proposal to require nitrogen-
based and, where necessary, phosphorus-based land application controls of all livestock and
poultry CAFOs (Option 2), with the additional requirement that all cattle and dairy operations
must conduct groundwater monitoring and implement controls, if the groundwater beneath the
production area has a direct hydrologic connection to surface water (Option 3 BAT), and with the
additional requirement that all hog, veal, and poultry CAFOs must also achieve zero discharge
from the animal production area with no exception for storm events (Option 5 BAT).
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Under the two-tier structure and the proposed BAT Option, EPA estimates that the
incremental annualized compliance cost to CAFO operators would be approximately $831 million
annually (Table ES-2). Under the three-tier structure and proposed BAT option, EPA estimates
that the total cost to CAFO operators would be $930 million annually (Table ES-2). Estimated
total annualized costs for the three-tier structure include the cost to permitted CAFOs as well as
the estimated cost to operations to certify to the permit authority that they do not meet any of the
conditions and are thus are not required to obtain a permit. EPA estimates certification costs at
about $80 million annually.

Estimated total annualized costs shown in Table ES-2 include costs to animal confinement
operations that may be designated as CAFOs. Tota annualized cost to designated facilitiesis
estimated at about $5 million or less than $1 million annually, depending on tier structure. More
information on these costs and how they are calculated is provided in Section 5.

Estimated costs in Table ES-2 a so include costs to offsite recipients of manure. EPA is
proposing that offsite recipients of CAFO manure certify that manure will be land applied in
accordance with proper agriculture practices. EPA estimates the annualized cost of this
requirement to offsite recipients to be $9.6 to $11.3 million across the co-proposed aternatives.
Thisanaysisis provided in the Development Document. See Section 5 for more details.

TableES-2 Annual Pre-tax Cost of Co-Proposed Two-Tier and Three-Tier Structure, $1999

All Two-Tier Structure (500 AU) Three-Tier Structure (Scenario 3)
Scenarios
Sector >1000AU | 20071000 | 555 Ay Total 300-1000 | 350 AU Total
AU AU
($1999, millions, pre-tax)
Regulated CAFOs
Beef $191.5 $24.7 $0.1 $216.4 $36.2 $0.0 $227.7
Veal $0.03 $0.3 NA $0.3 $0.8 $0.0 $0.8
Heifer $3.7 $7.9 NA $11.6 $10.7 $0.0 $14.4
Dairy $108.6 $65.4 $3.6 $177.6 $115.3 $0.7 $224.6
Hog $225.5 $67.0 $1.5 $294.0 $80.4 $0.2 $306.1
Broiler $55.4 $41.6 $0.1 $97.1 $61.2 $0.0 $116.6
Layer $9.9 $4.3 NA $14.2 $5.4 $0.0 $15.3
Turkey $10.4 $9.2 NA $19.6 $14.5 $0.0 $24.9
Subtotal $605.0 $220.2 $5.4 $830.7 $324.5 $0.8 $930.4
Other Farming Operations
Offsite
Recipients NA NA NA $9.6 NA NA $11.3
TOTAL NA NA NA $840.3 NA NA $941.7

Source: USEPA. See Section 5.
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Table ES-3 summarizes the total annualized (pre-tax, $1999) costs of aternative
technology options for each NPDES scenario and EL G technology basis considered by EPA. As
shown in the table, the total estimated costs across these options range from $355 million (Option
1/Scenario 1) to $1.7 billion annually (Option 5, applicable to all the animal sectors, and Scenario
4b). By scenario, thisreflects the fact that fewer CAFOs would be affected under Scenario 1 (a
total of about 16,400 operations) as compared to Scenario 4b (about 39,300 operations affected).
EPA’s estimate of the number of CAFOs and corresponding compliance costs does not adjust for

operations with mixed animal types and may be overstated. By technology option, with the
exception of Options 1 and 4, costs are evaluated incremental to Option 2 (see Table ES-3).

Compared to Option 2, Option 5 costs are greatest.

Table ES-3. Annualized Pre-tax Costsfor the Alternative NPDES Scenarios ($1999, million)

Optioq/ Scenaric_)4a Scenario_2/3 Scenario 1 Scenario 5 Scenario 4b
Scenario “Two-Tier” “Three-Tier” >750 AU >300 AU
#CAFOs 25,540 31,930 16,420 19,100 39,320
Option 1 $432.1 $459.1 $354.6 $384.3 $493.6
Option 2 $548.8 $578.7 $444.4 $484.0 $633.3
Option 3 $746.7 $859.7 $587.0 $649.5 $883.6
Option 4 $903.9 $1,087.1 $707.0 $768.0 $1,121.2
Option 5 $1,515.9 $1,629.6 $1,340.9 $1,390.4 $1,671.3
Option 6 $621.6 $706.6 $501.5 $541.3 $706.6
Option 7 $671.3 $756.6 $542.4 $585.1 $756.6
BAT Option $830.7 $930.4 $680.3 $720.8 $979.6

Source: See Section 5.

ES5 ECONOMIC IMPACTS
ES.5.1 CAFO Impacts

EPA uses the financial criteria described previoudly to divide the impacts of the proposed
regulations into three impact categories: affordable, moderate, and financial stress. EPA does not
consider impacts under the affordable or moderate categories to result in closure of the CAFO as
aresult of compliance. Impacts under the stress category, however, may result in CAFOs being
vulnerable to closure post-compliance, taking other factors into consideration. More information
on these criteria and how they are used to determine economic achievability is provided in
Section 4.
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Table ES-4 presents the estimated CAFO level impacts in terms of the number of
operations that are estimated to incur affordable, moderate, or stress impacts for each of the co-
proposed alternatives by sector. Based on results shown in Table ES-4, EPA proposes that the
regulatory alternatives are economically achievable for al representative model CAFOsin the
veal, turkey and egg laying sectors. The proposed requirements under the two-tier structure are
also expected to be economically achievable by al affected heifer operations. Furthermore,
although operations across most sectors may experience moderate impacts, EPA does not expect
moderate financial impacts to result in closure and considers this level of impact to be
economically achievable.

In the beef cattle, heifer, dairy, hog and broiler sectors, however, EPA’s analysis indicates
that the proposed regulations will cause some operations to experience financial stress, assuming
no cost passthrough. These operations may be vulnerable to closure by complying with the
proposed regulations. Across all sectors, an estimated 1,890 operations would experience
financial stress under the two-tier structure and an estimated 2,410 operations would experience
stress under the three-tier structure. For both tier structures, EPA estimates that the percentage
of operations that would experience impacts under the stress category represent 7 percent of all
affected CAFOs or 8 percent of all affected operations in the sectors where impacts are estimated
to cause financia stress (cattle, dairy, hog, and broiler sectors).

Table ES-4 shows results for the two-tier structure at the 500 AU threshold. By sector,
EPA estimates that 1,420 hog operations (17 percent of affected hog CAFQOs), 320 dairies
(9 percent of operations), 150 broiler operations (2 percent), and 10 beef operations (less than
one percent) would experience financial stress. The broiler and hog operations with these impacts
have more than 1,000 AU on-site (i.e., no operations with between 500 and 1,000 AU fall in the
stress category). The dairy and cattle operations with stress impacts are those that have a ground
water link to surface water.

Table ES-4 also presents results for the three-tier structure. By sector, EPA estimates that
1,420 hog operations (17 percent of affected hog CAFOs under that alternative), 610 dairies
(9 percent of operations), 330 broiler operations (2 percent), and 50 beef and heifer operations
(1 percent) will experience financial stress. Hog operations with stress impacts all have more than
1,000 AU. Affected broiler facilities include operations with more than 1,000 AU, aswell as
operations with less than 1,000 AU. Dairy and cattle operations in the stress category are
operations that have a hydrologic link from ground water to surface water. Based on these
results, EPA is proposing that the proposed regulations are economically achievable.

In the hog and broiler sectors, EPA also evauates financial impacts with an assumption of
cost passthrough. For the purpose of this analysis, EPA assumes that the hog sector could
passthrough 46 percent of compliance costs and the broiler sector could passthrough 35 percent
of compliance costs. EPA derives cost passthrough estimates from price elasticities of supply and
demand for each sector reported in the academic literature (Section 4). Assuming these levels of
cost passthrough, the magnitude of the estimated impacts decreases to the affordable or moderate
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impact category. Evenin light of the uncertainty of cost passthrough (both in terms of whether
the operations are able to pass cost increases up the marketing chain and the amount of any cost
passthrough), EPA proposes that the proposed regulations will be economically achievable to all
hog and broiler operations. Although EPA’s analysis does not evaluate impacts assuming cost
passthrough in other sectors, EPA expects that long-run market and structural adjustment by

producers will diminish the estimated impactsin all sectors.

Table ES-4. Number of CAFOs Affected under the Co-Proposed Alternatives (Zero Cost Passthrough)

Two-Tier Structure (500 AU Threshold) Three-Tier Structure (Scenario 3)
Sector No. of Aff. Mod. Stress No. of Aff. Mod. Stress
CAFOs (number) CAFOs (number)
Fed Cattle 3,080 2,830 240 10 3,210 2,540 650 20
Ved 90 90 0 0 140 140 0 0
Heifer 800 680 120 0 980 800 150 30
Dairy 3,760 3,240 200 320 6,480 5,300 560 610
Hogs 8,550 6,920 210 1,420 8,360 6,720 220 1,420
Broilers 9,780 1,960 7,670 150 13,740 1,850 11,560 330
Layers- Wet 360 360 0 0 360 360 0 0
Layers- Dry 1,280 1,280 0 0 1,660 1,660 0 0
Turkeys 1,280 1,230 50 0 2,060 1,950 110 0
Total 28,970 18,580 8,490 1,890 37,000 21,300 13,250 2,410

Source: USEPA. See Section 5.

ES.5.2 Processor | mpacts

EPA did not conduct a detailed estimate of the costs and impacts that would accrue to
individual co-permittees due to lack of data and market information. However, EPA believes that
the framework used to estimate costs to CAFO provides a means to evaluate the possible upper
bound of costs that could accrue to potential co-permittees, based on the potential share of (pre-
tax) costs that may be passed on from the CAFO.

Using this approach, the potential magnitude of costs to co-permittees is derived from the
amount of cost passthrough assumed in the CAFO level analysis. Based on the results of this
analysis, EPA estimates that the range of potential annual costs to hog processors is $135 million
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(partia cost passthrough, $1999) to $306 million (full cost passthrough). EPA estimates that the
range of potential annual coststo broiler processors as $34 million (partia cost passthrough) to
$117 million (full cost passthrough).

To assess the magnitude of impacts that could accrue to processors using this approach,
EPA compares the passed through compliance costs both to aggregate processor production costs
and to revenues (asalestest). Theresults of this analysis indicate that, even under full cost
passthrough, incremental cost changes to processors in these industries are estimated at less than
two percent of total costs and less than one percent of total revenues. Additional information is
provided in Section 5.

ES.5.3 Market Impacts

EPA’s market analysis evaluates the effects of the proposed regulations on commodity
prices and quantities at the national level. EPA expects that predicted changes in animal
production may raise producer prices, as the market adjusts to the proposed regulatory
requirements. For most sectors, EPA estimates that producer price changes will rise by less than
one percent compared to the pre-regulation baseline price. At theretail level, EPA estimates that
poultry and red meat prices will rise about one cent per pound. EPA aso estimates that egg
prices will rise by about one cent per dozen and that milk prices will rise by about one cent per
galon.

This analysis also presents EPA’ s estimate of employment changes associated with the
proposed regulations. Within the farming sector, EPA predicts that the proposed CAFO
regulations will result in employment losses ranging from 2,700 to 3,000 jobs, depending on tier
structure. This estimated reduction compares to an estimated total farm level employment of over
one million jobs in these sectors nationwide. Estimated employment and job losses in the
agricultural sector include CAFO owner-operators and employed family members, as well as hired
farm labor.

ES.6 OTHER REGULATORY REQUIREMENTS
ES.6.1 Small Business Analysis

Table ES-5 shows EPA’s estimate of the number of small businesses in the livestock and
poultry sectors and the number of small businesses that are expected to be affected by the
proposed regulations. Under the two-tier structure, EPA estimates that 10,550 operations that
will be subject to the proposed requirements are small businesses. Under the three-tier structure,
an estimated 14,630 affected operations are small businesses. Under the two-tier structure, EPA
estimates also include an additional 330 designated operations that meet the small business
definition, projected over a 10-year time frame (i.e., 33 AFOs designated annually). Under the
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three-tier structure, EPA estimates that 100 operations with fewer than 300 AU that meet the
small business definition may be designated over a 10-year period (i.e., 10 AFOs designated
annually). Additional information is provided in Section 9.

EPA’s assessment of the financial impacts of the proposed rule on small entities uses the
same approach as that used to evaluate the impact to CAFOs under the proposed regulations (see
Section 4). EPA is proposing that the proposed regulations are economically achievable by small
businesses in the livestock and poultry sectors. The results of this analysis are presented in Table
ES-5. Asdefined for thisanalysis, EPA’ s analysis indicates that the proposed requirements are
economically achievable to al affected small businessesin the beef, veal, heifer, dairy, hog, and
egg laying sectors (“Affordable” and also “Moderate”). Under the two-tier structure, EPA
expects that there are no small CAFO businesses in the turkey sector. Under the three-tier
structure, EPA expects that there are an estimated 500 small CAFO businesses that confine

turkeys (Table ES-5).

Table ES-5. Resultsof EPA’s Small Business Analysis Under the BAT Option/Two-Tier Structure

Number Aff. Mod. Stress Number Aff. Mod. Stress
Sector of Small of Small

CAFOs (Number of Operations) CAFOs (Number of Operations)
Fed Cattle 1,390 1,130 250 10 1,490 1,100 380 10
Vea 90 90 0 0 140 140 0 0
Heifer 800 680 120 0 980 800 150 30
Dairy 50 40 10 0 50 40 10 0
Hogs 300 300 0 0 300 300 0 0
Broilers 9,470 1,860 7,460 150 13,410 1,910 11,220 280
Layers 200 200 0 0 590 590 0 0
Turkeys 0 0 0 0 500 460 40 0
TOTAL 10,550 4,300 7,840 160 14,630 5,340 11,800 320

Source: USEPA. See Section 5.

EPA’s analysisindicates that the proposed requirements will not result in financial stress
to any affected small businessesin the vedl, heifer (two-tier only), hog, dairy, egg laying, and
turkey sectors. In the beef, heifer (three-tier only), and broiler sectors, however, EPA’s analysis
indicates that proposed regulations could result in financial stress to some small CAFO businesses,
making these businesses vulnerable to closure. Overall, these operations comprise about 2
percent of all affected small CAFO businesses. For the two-tier structure, EPA estimates that 10
small beef operations and 150 small broiler operations will experience financial stress. For the

ES11




three-tier structure, EPA estimates that 40 small beef and heifer operations and 280 small broiler
operations will experience financia stress. Small broiler facilities with stress impacts are larger
operations with more than 1,000 AU under both tier structures. Small cattle and heifer operations
with stress impacts are those that have a ground water link to surface water. Thisanalysisis
conducted assuming that no costs are passed through between the CAFO and processor segments
of these industries. Based on the results of this analysis, EPA is proposing that the proposed
regulations are economically achievable to small businesses in these sectors.

ES.6.2 Cost Benefit Analysis

EPA estimated and compared the costs and benefits attributed to the proposed
regulations. The cost and benefit categories that EPA is able to quantify and monetize for the
proposed regulations are shown in Table ES-6. Total socia costs of the proposed regulationsin
1999 dollars range from $847 million to $949 million annually, depending on the co-proposed
approach. These costs include compliance costs to industry, costs to recipients of CAFO manure,
and administrative costs to States and Federal governments. EPA estimates that the monetized
benefits of the proposed regulations range from $146 million to $182 million annually, depending
on the co-proposed approach (Table ES-6). Section 10 provides additional information on these
analyses.

Table ES-6. Total Annual Social Costs and Monetized Benefits, $1999

Total Sooial Costs soAUtremdd) | (Gomariod)

Industry Compliance Costs (pre-tax): $830.7 million $930.4 million
NPDES Permitting Costs: $6.2 million $7.7 million
Offsite Recipients of CAFO Manure: $9.6 million $11.3 million

Total Social Costs $846.5 million $949.4 million
M onetized Benefits
Improved surface water quality $108.5 million $127.1 million
Reduced shellfish bed closures $0.2 - 2.4 million $0.2 - 2.7 million
Reduced fish kills $0.2 - 0.4 million $0.2 - 0.4 million
Improved water quality in private wells $36.6 - 53.9 million $35.4 - 52.1 million

Total Monetized Benefits $145.5 - 165.1 million $163.0 - 182.3 million

Source: See Section 10.
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ES7 OTHER INFORMATION

This report contains a detailed industry profile of the affected regulated livestock and
poultry sectors and meat and poultry processors (Section 2). It also presents a summary of
estimated per-animal and per-facility costs by animal sector (Sections 6 through 8 and
Appendix A). Additionaly, it presents an overview of the cost annualization approach (Appendix
A), details on the model used to estimate economic impacts on CAFOs and nationa level markets
(Section 4 and Appendix B), results of sensitivity analyses (Appendix D), and results of cost-
effectiveness analyses (Appendix E). See Section 1 for a guide to the contents of this report.
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SECTION ONE

INTRODUCTION

The U.S. Environmental Protection Agency (EPA) isrevising and updating the two
primary regulations that ensure that manure, wastewater, and other process waters generated by
concentrated animal feeding operations (CAFOs) do not impair water quality. EPA's proposed
regulatory changes affect the existing National Pollutant Discharge Elimination System (NPDES)
provisions and the existing effluent limitations guidelines (ELG) for “feedlots.” The NPDES
provisions define and establish permit requirements for CAFOs and the EL G establish the
technology-based effluent discharge standard that is applied to CAFOs. Both of these existing
regulations were originaly promulgated in the 1970s. EPA isrevising the regulations to address
changes that have occurred in the animal industry sectors over the last 25 years, to clarify and
improve implementation of CAFO requirements, and to improve the environmental protection
achieved under these rules. Proposed revisions to the NPDES and EL G regulations are referred
to in this report as the proposed CAFO regulations.

This Economic Anaysis (EA) summarizes EPA’s analysis of the estimated annua
compliance costs and the economic impacts that may be incurred by affected operations that are
subject to these requirements. It examinesin detail EPA’ s regulatory proposal and severa
regulatory alternatives that were considered by EPA. The report covers financial impacts to
CAFOs, potential impacts on processors of livestock and poultry products, and market and other
secondary impacts such as impacts on prices, quantities, trade, employment, and output. It also
responds to requirements for small business analyses under the Regulatory Flexibility Act (RFA)
as amended by the Small Business Regulatory Enforcement Fairness Act (SBREFA) and for cost-
benefit analyses under Executive Order 12866 and the Unfunded Mandates Reform Act (UMRA).

This section begins with a discussion of the current regulatory framework and, in the
course of this discussion, defines and describes animal feeding operations and CAFOs
(Section 1.1). Thereasons why EPA isrevising these regulations are also discussed. Sources of
data that are critical to the analyses presented in this EA are then briefly described (Section 1.2)
and the section concludes with an outline of the report (Section 1.3).

1.1  EXISTING REGULATORY FRAMEWORK

In 1972, Congress passed the Federal Water Pollution Control Act, also known as the
Clean Water Act (CWA), to “restore and maintain the chemical, physical, and biological integrity
of the nation’swaters.” 33 U.S.C. § 1251(a). The CWA establishes a comprehensive program
for protecting our nation’s waters. Among its core provisions, the CWA prohibits the discharge
of pollutants from a point source to waters of the U.S. except those authorized by aNPDES

1-1



permit. The CWA aso provides for the development of technol ogy-based effluent limitations that
are imposed through NPDES permits to control direct discharges of pollutants.

In response to the CWA, EPA established severa regulatory programs, of which two
pertain to livestock and poultry operations that confine animals (commonly referred to by EPA as
“animal feeding operations,” or AFOs). These regulations include the requirements for discharge
permits for CAFOs under the NDPES program (40 CFR Part 122.23) (see Section 1.1.1) and the
ELG for animal feeding operations (“feedlots’) (40 CFR Part 412) (see Section 1.1.2).

1.1.1 NPDES Permit Regulation of CAFOs

The NPDES permit program controls pollution from identifiable discharge points or
sources (e.g., discharge pipes or ditches). Under the NPDES permit program, al point sources
that directly discharge pollutants to waters of the U.S. must apply for a NPDES permit and may
only discharge pollutants under the terms of that permit. Such permits must include nationally
established effluent discharge limitations. In the absence of national effluent limitations, NPDES
permit writers must establish limitations and standards on a case-by-case basis, based on their
“best professiona judgement (BPJ).” Effluent limitations guidelines and BPJ provide the basis for
technology-based effluent limitsin NPDES permits.

Under the CWA, CAFOs are defined as point sources of pollution and are thus subject to
NPDES permitting requirements (33 U.S.C. § 1362). The existing NPDES provisions that define
which operations are CAFOs and that establish permit requirements for CAFOs (40 C.F.R. 8§
122.23) were promulgated on March 18, 1976 (41 FR 11458).

Before an operation may be defined as a CAFO, it must first meet the definition of an
AFO. AFOsare agricultural enterprises where animals are kept and raised in confined situations
for a specified time during the year and congregate animals, feed, manure, dead animals, and
production operations on asmall land area. As defined by federal regulation, AFOs are lots or
facilities where animals:

“...have been, are, or will be stabled or confined and fed or maintained for atotal
of 45 days or more in any 12 month period and crops, vegetation forage growth,
or post-harvest residues are not sustained in the normal growing period over any
portion of the lot or facility.” (40 CFR 122.23(b)(1)).

As discussed in more detail in the preamble to the CAFO regulations, this definition is being
broadened to include as AFOs al operations that confine animals unless crops or other vegetation
are grown at all times over al parts of the lot or facility.

In 1976, EPA issued regulations defining which AFOs met the definition of a CAFO under
the NPDES permit program. CAFOs are AFOs that confine a specified number of animalsand in
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some cases meet specific discharge criteria. The specified number of animalsis determined using
the concept of an “animal unit” (AU). Theterm AU is ametric established in the 1970
regulations that attempted to equate the characteristics of the wastes produced by different animal
types. For each animal type, EPA’ s regulations identify the number of animals that is equivalent
to one AU.

As defined in the existing regulation (40 CFR 122), one AU is equivalent to:
# 1 daughter or feeder beef cattle

# 0.7 mature dairy cows

# 2.5 swine weighing more than 55 pounds

# 55 turkeys

# 100 laying hens or broilers (facility with continuous flow watering systems); 30
hens or broilers (facility with liquid manure handling system)

# 0.5 horses
# 10 sheep or lambs
# 5 ducks

As discussed in more detail in the preamble to the CAFO regulations, EPA is proposing to change
how an AFO is defined as a CAFO and, therefore, subject to regulation.

The existing NPDES regulation defines AFOs with 1,000 AU or more as CAFOs. These
facilities are not CAFQOsiif they discharge only in the event of a 25-year, 24-hour storm. The
regulation also states that AFOs with between 300 and 1000 AU are CAFOs if they meet certain
conditions. These conditions include the discharge of pollutants into waters through a ditch,
flushing system, or other man-made device. An AFO with between 300 and 1000 AU may also
be defined as a CAFO if pollutants are discharged to waters that originate outside of and pass
over, across, or through the facility or come in to contact with confined animals. The state
agency or other authority that issues NPDES permits may aso designate AFOs with fewer that
300 AU as CAFOs, if they are considered to have discharges that could significantly impair
surface water.

As discussed in more detail in the preamble to the proposed CAFO regulations, EPA is
proposing to revise these criteria for determining when an AFO isa CAFO, as well as other key
provisions in the existing regulation, including the exemption under a storm event. Section 3 of



this report provides abrief summary of the recommended changes that are being proposed for the
NPDES requirements affecting CAFOs.

All NPDES permits for CAFOs with more than 1,000 AU must include requirements
equivalent to or more stringent than the established ELG. As noted above, certain smaller
operations can aso be defined or designated as CAFQOs, but the ELG does not apply to these
CAFOs. In these cases, the permit writer must devel op technology-based limitations based on
BPJfor inclusion in the NPDES permit.

1.1.2 Effluent Limitations Guidelines for Feedlots

The CWA authorizes EPA to establish restrictions on the types and amounts of pollutants
discharged from various industrial, commercial, and public sources of wastewater. Effluent
guidelines define the type and amount of pollutants an NPDES permitted facility is allowed to
discharge. Direct dischargers must comply with effluent limitations guidelines and new source
performance standards (NSPS). These limitations and standards are established by regulation for
categories of industrial dischargers and are based on the degree of control that can be achieved
using various levels of pollution control technology. These guidelines base the discharge (or
effluent) amount of the best available technology, or BAT, that is economically achievable.

The existing national effluent limitations guidelines for the feedlots category, including
beef, dairy, swine, and poultry subcategories (40 CFR 8412), were established on February 14,
1974 (39 FR. 5704). Thefeedlot ELG alow for no discharge of process wastewater pollutants
into the Nation’ s waters except when chronic or catastrophic storm events cause an overflow
from afacility designed, constructed, and operated to hold process-generated wastewater plus
runoff from a 25-year, 24-hour storm event. Asaresult, the current effluent guidelines for
feedlots are usually referred to as “ zero discharge” requirements. Many feedlots meet the “ zero
discharge’ requirement by containing wet manure in lagoons and by land applying manure. The
current ELG are applicable to NPDES permits issued to CAFOs with more than 1,000 AU.
Discharge limits for facilities with fewer than 1,000 AU are established using BPJ.

As discussed in more detail in the preamble to the CAFO regulations, EPA is proposing to
revise the applicability of the ELG along with other key provisions in the existing regulation.
Section 3 of this report provides a brief summary of the recommended changes that are being
proposed for the EL G affecting CAFOs.

1.1.3 Industries Affected by the Proposed CAFO Regulations
In this EA, information is organized by sector rather than by subcategory. For example,

information is presented on fed cattle, heifer, and veal operations (often referred to as the “cattle”
sector), because heifer and veal operations are more similar to beef operations than to dairy
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operations. Under the regulation, however, the beef subcategory includes fed cattle and heifers,
but veal operations are covered under a separate subcategory. The dairy and swine subcategories
are discussed separately. Information on the types of operations in the poultry sector (i.e., broiler,
egg layer, and turkey operations) is also presented together, although the chicken and turkey
subcategories are distinct in the regulation. The proposed NPDES revisions do affect other types
of animal confinement operations, such as operations that raise sheep, lambs, goats, horses, and
other miscellaneous animal species. These sectors are not covered in this analysis.

This report focuses on the major livestock and poultry industries affected by the ELG and
the NPDES program requirements. By North American Industry Classification System (NAICS)*
code, these include:

# Cattle feedlots, NAICS 112112 [includes veal] (SIC 0211, beef cattle feedlots).

# Beef cattle ranching and farming, NAICS 112111 (SIC 0241, dairy heifer
replacement farms).

# Dairy cattle and milk production, NAICS 11212 (SIC 0241, dairy farms).
# Hog and pig farming, NAICS 11221 (SIC 0213, hogs).

# Broilers and other meat-type chickens, NAICS 11232 (SIC 0251, broiler, fryer,
and roaster chickens).

# Turkey production, NAICS 11233 (SIC 0253, turkey and turkey eggs).

# Chicken egg production, NAICS 11231 (SIC 0252, chicken eggs).

USDA reports that in 1997 there were 1.1 million livestock and poultry operationsin the
United States, corresponding to these affected industry sectors. This number includes both
confinement and non-confinement operations (i.e., grazing and range fed) production as well as
commercial and noncommercial operations. Of these operations, EPA estimates that there are
about 376,000 AFOs that raise or house animals in confinement, as defined by the existing
regulations. Table 1-1 summarizes the estimated total number of AFOs of all sizesin each of the
four major livestock categoriesin 1997. EPA estimates that only a small subset of these AFOs
would be regulated as CAFOs, since most would not meet the size definitions or other criteria.
More information is provided in Section 2 of this report.

INAICS recently replaced the SIC (Standard Industrial Classification) system.
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Table 1-1. Number of Animal Feeding Operations (1997)

Sector Total AFOs
Beef operations, including both cattle, veal, and heifer operations 108,180
Dairy operations (milk production operations only) 116,870
Hog operations, including both “farrow-finish” and “grow-finish” operations # 117,880
Poultry operations, including broilers, layers (both wet and dry operations) and turkeys 123,750
Sum Total 466,670
Total AFOs ¥ 375,700

Source: USEPA. See Section 2.

¥Grow-finish operations finish more mature pigs while farrow-finish operations handle all stages of production
from breeding to finishing.

b Utilize either liquid or dry manure handling systems present at the facility.

“Total AFOSs’ eliminates double counting of operations with more than a single animal type (see Section 2).

1.1.4 Reasons Why EPA isRevising the Existing CAFO Regulations
EPA is proposing to revise the existing regulations to meet the following goals:

# Address continued and persistent reports of discharge and runoff of manure and
manure nutrients from livestock and poultry operations.

# Update the existing regulations to reflect major structural changes in these
industries over the last few decades.

# Improve the effectiveness of the existing regulations at protecting or restoring
water quality.

Each of these stated goalsis briefly discussed below and in other sections of this report
(Sections 9 and 10). More detail is presented in Section IV and V of the preamble to this
proposed rulemaking. These reasons are summarized briefly below:

First, despite more than twenty years of regulation, there are persistent reports of
discharge and runoff of manure and manure nutrients from confined animal operations. The
proposed revisions to the existing ELG and NPDES regulations for CAFOs are expected to
mitigate future water quality impairment and the associated human health and ecological risks by
reducing pollutant discharges from the animal production industry.

Evidence that manure discharge and runoff is resulting in water quality impairment is

presented in the National Water Quality Inventory: 1998 Report to Congress (USEPA, 2000h).
In this report, the agriculture sector is identified as the leading cause of water quality impairments
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in the nation’ s rivers, streams, lakes, ponds, and reservoirs and a'so amgor contributor to
identified water quality impairmentsin estuaries. The animal production industry is associated
with impairments caused by nutrients, pathogens, oxygen-depleting substances, and solids
(siltation). Animal production facilities also may contribute metals, pesticides, priority toxic
organic chemicals, and oil and grease and can contribute to the growth of noxious aquatic plants
due to the discharge of excess nutrients. Other documents that support this rulemaking, including
EPA’s Environmental and Economic Benefit Analysis of the Proposed Revisions to the National
Pollutant Discharge Elimination System Regulation and the Effluent Guidelines for
Concentrated Animal Feeding Operations (“Benefits Analyss’ [USEPA, 2000d]) and EPA’s
Environmental Assessment of the Proposed Revisions to the National Pollutant Discharge
Elimination System Regulation and the Effluent Guidelines for Concentrated Animal Feeding
Operations (“Environmental Assessment” [USEPA, 2000b]), provide additional information
about existing water quality impairments associated with animal production operations.

Second, the existing regulations are being updated to reflect structural changesin these
industries over the last few decades. Periodic review and revision of existing regulationsis
envisoned in the CWA. More animals are produced annually at fewer AFOs, leading to a
increasing share of animal production at larger operations that concentrate more animals (and thus
manure and wastewater) at asingle location. This trend has coincided with increased reports of
large-scale discharges from these facilities. Furthermore, farming in traditional rural, agricultura
areas where the manure nutrients generated could be readily incorporated as a fertilizer in crop
production is giving way to animal production operations located close to slaughtering and
processing plants and near end-consumer markets, where land is often unavailable for land
application of manure and wastewater. These geographic shifts in farming operations may be
shifting the flow of manure nutrients away from areas where these nutrients can be effectively
used to areas where they cannot be easily absorbed. Section 2 of this EA discusses these industry
changes in more detail.

Finally, EPA believes it must improve the effectiveness of the regulations, first, by making
the regulations simpler and easier to understand and implement, second, by clarifying the
conditions under which an AFO is a CAFO and thus subject to NDPES regulatory requirements,
and third, by removing provisions that are no longer appropriate. Section 3 of this EA discusses
these changes, as well as the changes proposed to address industry trends and the need for
increased control of manure nutrients and discharges from CAFOs.

1.2 OVERVIEW OF SOURCESOF DATA

EPA is undertaking an expedited approach to this rulemaking effort and did not conduct
an industry-wide survey of al CAFOs using a CWA Section 308 questionnaire. Rather, EPA is
relying on existing data sources and expertise provided by numerous government agencies, state
agricultural extension services, land grant universities, and information from industry trade
associations and agricultural professionals. Major data sources are discussed in detail where they
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are used to conduct the analyses presented in this report. This section provides an overview of
these sources and their importance to the economic analysis of the proposed CAFO regulations.

The key sources of data to conduct analyses presented in this EA include those used to
estimate compliance costs and economic impacts to the regulated community. The data that EPA
uses to estimate compliance costs are discussed in detail in EPA’s Development Document for the
Proposed Revisions to the National Pollutant Discharge Elimination System Regulation and the
Effluent Guidelines for Concentrated Animal Feeding Operations (referred to as the
“Development Document” [USEPA, 2000a]). EPA’s compliance cost estimates are based on
information compiled through EPA site visits to over 100 animal confinement operations and on
information developed by various agencies within the U.S. Department of Agriculture (USDA),
including the National Agricultural Statistics Service (NASS), the Animal and Plant Health
Inspection Service (APHIS), the Natural Resources Conservation Service (NRCYS), and the
Economic Research Service (ERS).

Two magjor sources of primary USDA data are instrumental to the economic analysis.
These include USDA’s 1997 Census of Agriculture and data from the 1997 Agricultura
Management Study (ARMYS).

The 1997 Census of Agriculture is conducted by the National Agricultural Statistical
Service (NASS) and provides information on the number of feedlots, their geographic
distributions, the amount of cropland available to land apply animal manure generated from animal
confinement operations, and other information. These data are compiled by NASS, with the
assistance of personnel at USDA's Natural Resources Conservation Service (NRCS) who
devel oped a methodol ogy to identify information specific to animal confinement operations. All
Census data provided to other government agencies, including EPA, are aggregated to preserve
confidential business information. EPA uses these data to develop its model CAFOs and to
extrapolate CAFO level coststo all operations nationwide. A discussion of the Census data used
for thisanalysisis provided in Section 4 of this report; more detailed information is provided in
the Development Document (USEPA, 2000a).

The 1997 ARMS data, compiled by NASS and ERS, provide complete financia
accounting datafor U.S. farms for each of the major commodity sectors affected by the proposed
CAFO regulations. These data are used to depict farm financial conditions to evaluate regulatory
impacts. Datafor representative farms were obtained by ERS through special tabulations of the
ARMS data, conducted by ERS, that differentiate the financial conditions among operations by
commodity sector, facility size (number of animals on site), and major farm producing region. As
with the Census data, these data were aggregated by USDA in a manner to preserve both the
statistical representativeness and confidentiality of the respondent survey data. Section 4
discusses the ARMS data in more detail.

Industry and the associated trade groups aso provided information for the economic and
financial analyses. In particular, the National Cattlemen’s Beef Association (NCBA) conducted a
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survey of their membership to obtain financial statistics specific to cattle feeding operations.
Industry data were also obtained from the National Milk Producers Federation (NMPF) and the
National Pork Producers Council (NPPC). Much of the information on food processors is from
the Census of Manufactures data series. Section 4 and other sections of this report provide more
information on how these and other data sources contribute to EPA’s analyses.

Other key sources of data and information to conduct analyses presented in this EA
include information from university experts and the published agricultural literature, as well as
information from the Natural Resources Defense Council, Clean Water Network, state
cooperatives and extension services, and state and EPA regional representatives and information
from previous EPA studies of animal feeding operations. Section 11 of this EA presentsthe
bibliographic citation of all materials used in this EA. Additiona citations on data used for this
analysis are provided in the Devel opment Document (USEPA, 2000a).

1.3 ORGANIZATION OF THE REPORT

Thisreport is organized to allow those interested in the impacts on a specific industry
sector to find information easily. The sections of the report are as follows:

# Section 2 provides an industry profile of the animal feeding industries, including
livestock and poultry farms and food processors.

# Section 3 describes the proposed CAFO regulations, including a description of the
various technology options considered for the ELG and regul atory scenarios
considered for the NDPES regulation.

# Section 4 presents the methodology that EPA is using to estimate compliance
costs and economic impacts and reviews the data used for this analysesin more
detail.

# Section 5 presents a summary of the estimated national, annual costs and the
economic impacts to regulated facilities of the proposed CAFO regulations.

# Sections 6, 7, and 8 provide additional industry profile data and economic analyses
of the regulatory impacts to the poultry, hog, and cattle and dairy sectors.

# Section 9 presents the results of EPA’s Initial Regulatory Flexibility Analysis and
describes the possible impacts on small businesses.

# Section 10 presents a discussion of the regulatory costs and benefits pursuant to
Executive Order 12866 and UMRA.



# Section 11 presents the references used throughout the report and its appendices.

# Appendix A presents a description of EPA’s method to annualize costs and more
detailed information on the annualized costs used as inputs to EPA’s CAFO level
economic analysis.

# Appendix B presents background information on EPA’s market level model to
estimate supply and quantity changes, as well as changesin national level economic
output and total employment (direct and indirect).

# Appendix C presents a summary of aliterature review of the price elasticity of
supply and demand for the livestock and poultry sectors.

# Appendix D presents the results of EPA’s sengitivity analysis.

# Appendix E presents EPA’s analysis of the cost-effectiveness of the proposed
regulatory revisions, in terms of pollutant removal effectiveness for nutrients and
other priority pollutants, and background information on the methods EPA used
for thisanalyss.

This report does not include a detailed presentation of the economic benefits that are expected to
accrue as aresult of the proposed regulations. This analysisis provided in the Benefits Analysis
(USEPA, 2000d) that supports this rulemaking. The Development Document (USEPA, 2000a)
provides more detailed information on EPA’s farm level costs estimated for this analysis.

1-10



SECTION TWO

PROFILE OF THE LIVESTOCK AND POULTRY INDUSTRIES

The proposed revision of the CAFO regulations would affect operations that confine cattle
and calves, milking cows, hogs and pigs, and poultry, including broilers, egg laying chickens, and
turkeys.! Businesses that contract out the raising or finishing phase of production might also be
affected by the proposed co-permitting requirements in the proposed CAFO regulations. Affected
businesses may include meat packing plants and poultry processing firms.

The purpose of thisindustry profile isto provide an overview of the livestock and poultry
industries in terms of their current activities, structure, and key trends since the promulgation of
the original CAFO regulationsin the 1970s. Section 2.1 reviews the trends that have influenced
the perceived need to revise the existing regulations. Section 2.2 profiles livestock and poultry
producers at the farm production level. Key topics include the number and size of potentially
affected operations, characterization of the financia performance of the farming sector, and an
overview of the amount of manure and nutrients generated. Section 2.3 describes the industrial
organization and structure of these industries, focusing on the role of vertical integration and
coordination between the animal feeding and the processing sectors. Section 2.4 profiles
livestock and poultry processors within the manufacturing segments of these industries. Key
topics include the number and types of potentially affected operations and an overview of the
financial characteristics of these sectors. Finaly, Section 2.5 further characterizes these industries
in terms of their economic output, overal supply and demand conditions, and industry
employment.

This overview covers al of the livestock and poultry sectors together. Other sections of
this report provide a detailed profile of each production sector, including an overview of the
poultry sectors (Section 6), the hog sector (Section 7), and the beef and dairy sectors (Section 8).
The information in this Section 2 profile is used to provide a baseline description of these sectors
and to aid in understanding the methodol ogy used to analyze the potential economic impacts
associated with the proposed CAFO regulations.

2.1 RECENT TRENDSIN THE LIVESTOCK AND POULTRY INDUSTRIES
Major structural changes in the livestock and poultry industries have occurred since the

1970s, when the regulatory controls for CAFOs were first instituted. These changes are
discussed in more detail in the sections that follow and include, but are not limited to:

other types of animal confinement operations are not covered in this report, including operations that
confine sheep, lambs, goats, horses, and other nontraditional animal species.
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# Increased number of animals produced annually.

# Fewer, larger, more industrialized operations that concentrate more animals and
also more manure in asingle location.

# Geographica shiftsin where animals are raised.
# Increased coordination between animal feeding operations and processing firms.

The continued trend toward fewer but larger operations, coupled with greater emphasis on
more intensive production methods and specialization, is concentrating more manure nutrients and
other animal waste constituents within some geographic areas. This trend has coincided with
increased reports of accidental large-scale spills from these facilities and has fueled concern that
manure runoff is contributing to the overnutrification of certain vulnerable U.S. waterways.
Additional information on water quality impairment and risks associated with manure discharge
and runoff is provided in the Environmental Assessment that supports this proposed rulemaking
(USEPA, 2000Db).

2.1.1 Increased Livestock and Poultry Production

Since the 1970s, when the existing regulations for CAFOs were first instituted, total
consumer demand for meat, eggs, milk, and dairy products has continued to increase. To meet
this demand, U.S. livestock and poultry production has risen sharply, resulting in an increase in
the number of animals produced and the amount of manure and wastewater generated annually.

Increased sales from U.S. farmsiis particularly dramatic in the poultry sectors, as reported
in the Census of Agriculture (various years). In 1997, turkey salestotaled 299 million birds
(USDA/NASS, 1999a). This compares to 1978 when 141 million turkeys were sold for daughter
(USDC, 1980). Broiler salestotaled 6.4 billion in 1997, up from 2.5 hillion broilers sold in 1974
(USDC, 1976; USDA/NASS, 1999a). The existing CAFO regulations effectively do not cover
broiler operations due to the exclusion of operations that use dry manure management systems,
which comprise the maority of operations (USEPA, 2000a). Red meat production also rose
during the 1974-1997 period. The number of hogs and pigs sold in 1974 totaled 79.9 million,
compared to 142.6 million by 1997 (USDC, 1976; USDA/NASS, 1999a). Sales data of fed cattle
(i.e., USDA’s data category on “cattle fattened on grain and concentrates’) for 1975 show that
20.5 million head were marketed. By 1997, fed cattle marketings totaled 22.8 million head
(USDA/NASS, 1999a). The total number of egg laying hens rose from 0.3 million birdsin 1974
to 0.4 million birdsin 1997. The number of dairy cows on U.S. farms, however, dropped from
more than 10.7 million cows to 9.1 million cows over the same period (USDA/NASS, 19993).
(Data that show increasesin farm level production are also presented in Section 2.2.3).



Not only are more animals produced and sold each year, but the animals are larger in size.
Efficiency gains have raised animal yields in terms of higher average daughter weight. Likewise,
production efficiency gains a egg laying and dairy operations have resulted in higher per-animal
yields of eggs and milk. The average number of eggs produced per egg laying hen was 218 eggs
per bird in 1970 compared to 255 eggs per bird in 1997 (USDA/ERS, 1996c; USDA/NASS,
19994). Average annua milk production rose from under 10,000 pounds per cow in 1970 to
more than 16,000 pounds per cow in 1997 (NMPF, 1999). In the case of milk production, these
efficiency gains have allowed farmers to maintain or increase production levels with fewer
animals. Although animal inventories at dairy farms may be lower, however, this may not
necessarily trandate to reduced manure volumes generated because higher yields are largely
attributable to improved and often more intensive feeding strategies that may exceed the animal’s
ability for uptake. Thisexcessis not aways incorporated (i.e., digested) by the anima and may
be excreted (Smith, 1998).

2.1.2 Fewer, Larger, and MoreIndustrialized Livestock and Poultry Operations

Recent trends across the U.S. livestock and poultry sectors are marked by a decline in the
number of operations due to ongoing consolidation in the animal production industry
(MacDonald, et a., 2000; McBride, 1997). Increasingly, larger, more industrialized, and highly
specialized operations now account for a greater share of al animal production. This
concentrates more animals, and thus more manure and wastewater, in asingle location, and raises
the potentia for significant environmental damages unless manure is properly handled.

USDA reports that there were 1.1 million livestock and poultry farms in the United States
in 1997, about 50 percent fewer than the 2.3 million farms reported in 1974 (USDA/NASS,
1999a; USDC, 1976). (See Table 2-1.) In general, farms are closing, especialy smaller
operations that cannot compete with large-scale, highly specialized, often lower cost producers.
USDA reports that in anormal year, 3 percent to 4 percent of all farm operators discontinue
farming for avariety of financial and personal reasons (Stam, et a., 1991).? Of these, USDA has
estimated that about 2 percent to 3 percent of farm exits are “involuntary” (i.e., dueto
bankruptcies, foreclosures, debt repayment problems, or inadequate farm incomes (Bentley, et al.,
1989). Involuntary farm exits caused by financial stress vary considerably by farm size and
production region, and commodity produced (Bentley, et al., 1989).

Livestock and poultry production are increasingly dominated by larger operations,
although these operations constitute a small share of the total number of operations. Asshownin
Figure 2-1, based on USDA datathat are grouped by farm typology described in Table 2-2, about

>The mid-1980s, however, were a period of peak farm financial stress and were associated with afarm
exit rate of 5-6 percent per year (Stam, et al., 1991).
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Table 2-1. Number of Livestock and Poultry Operations (Y ear-end Animal I nventory), 1969-1997
Y ear All Beef Clz:a?'?le Dairy Hogs ;Sﬁ:: Broilers | Turkeys T?:glﬁ'a,
Total Number of Operations (based on year-end inventory)
1969 1,076,200 NA 568,200 | 686,100 471,300 33,800 NA | 2,835,500
1974 1,024,900 NA 403,800 | 470,300 316,200 34,300 12,800 | 2,262,300
1978 954,400 NA 312,100 | 445,100 240,900 31,700 18,900 | 2,003,100
1982 957,700 | 240,000 277,800 | 329,800 215,800 30,100 25,400 | 1,836,600
1987 841,800 | 190,000 202,100 | 243,400 144,400 27,600 19,000 | 1,478,400
1992 803,200 | 147,200 155,300 | 191,300 88,200 23,900 13,800 | 1,275,900
1997 804,600 | 110,600 116,900 | 109,800 72,600 23,900 12,100 | 1,139,900
§069-97 -25% NA 9% | -84% -85% -20% NA -60%
Average Number of Animals per Operation (based on year-end inventory)
1969 NA NA 20 8l 787 71,987 NA NA
1974 40 NA 26 97 1,100 73,300 2,100 NA
1978 36 NA 33 130 1,500 96,500 1,900 NA
1982 36 115 39 168 1,700 116,800 1,800 NA
1987 38 146 50 215 2,600 157,800 3,900 NA
1992 41 179 61 301 4,000 226,700 6,400 NA
1997 42 247 78 558 5,100 281,700 8,600 NA
§069-97 5% NA 290% | 588% 548% 291% NA NA

NA=Not available
¥Sum Total” is across all operations shown (less ‘ Fed Cattle”) and may double count some operations with more
than asingle animal type. The average number of animals per operation is calculated from corresponding data on
the number of animals on site at year-end (inventory). The number of beef operationsin 1969 is not available and
is estimated from the total number of cattle and calf operations less dairies and estimated number of steer and
heifer operations. Numbers include both grazing and confinement operations, as well as commercial and
noncommercial operations.
bPercentage change from the 1969 to the 1997 Census, except for All Beef, which is calculated from 1974 to 1997.
Source: USDA/NASS, 1999a, 1997 Census of Agriculture (Table 1: Historical Highlights). Datafor turkeys and
fed cattle (“cattle fattened on grains and concentrates’) are from USDA/NASS (1999a) and USDC, Census of
Agriculture (Census years 1969, 1974, 1978, 1982, 1987, and 1992).
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10 percent of all farms—both crop and livestock operations with more than $250,000 in annual
sales— accounted for about 60 percent of the total value of production in 1997 (USDA/ERS,
2000h). Economies of size account for much of the growth in farm size (MacDonald, et al.,
2000; McBride, 1997). At the same time, cost and efficiency considerations are pushing farms to
become more specialized and intensive. Steep gains in production efficiency have allowed farmers
to produce more with fewer animals because of higher per-animal yields and quicker turnover of
animals between farm production and consumer market. Asaresult, annual production and sales
have increased, even though the number of animals on farms at any one time has declined (i.e., an
increase in the number of marketing cycles over the course of the year allows operatorsto
maintain production levels with fewer animals at any given time, although the total number of
animals produced by the facility over the year may be greater). (Table 2-1.)

Theincreasein animal densities at operations is evident by comparing the average number
of animals per operation between 1974 and 1997, as derived from Census of Agriculture data.
These data are shown in Table 2-1. In the poultry sectors, the average number of birds across all
operationsis four to five times greater in 1997 compared to 1974. In 1997, the number of
broilers per operation averaged 281,700 birds, up from 73,300 birdsin 1974 (USDC, 1976;
USDA/NASS, 1999a). The average number of egg laying hens per operation rose from 1,100
layersto 5,100 layers per farm, and the average number of turkeys per operation rose from 2,100
turkeysto 8,600 turkeys over the 1974 to 1997 period (USDC, 1976; USDA/NASS, 1999a).
The average number of hogs raised per operation rose from under 100 hogs to more than 500
hogs between 1974 and 1997 (USDC, 1976; USDA/NASS, 19994). The average number of fed
cattle and dairy cows per operation more than doubled during this period, rising to nearly 250 fed
cattle and 80 milking cows by 1997 (USDC, 1976; USDA/NASS, 1999a).

The trend toward fewer, larger, and more industrialized operations has contributed to
large amounts of manure being concentrated within a single geographic location. The greatest
potential risk isfrom the largest operations with the most animals, given the sheer volume of
manure generated at these facilities. Larger, specialized facilities often do not have an adequate
land base for manure disposal through land application. A USDA anaysis of 1997 Census data
shows that animal confinement operations with more than 1,000 AU account for more than 42
percent of all confined animals but hold only 3 percent of all cropland on these operations (Letson
and Gollehon, 1996). Asaresult, large facilities need to store significant volumes of manure and
wastewater that have the potential, if not properly handled, to cause significant water quality
impacts. By comparison, smaller operations manage fewer animals and tend to concentrate less
manure nutrients at a single farming location. Smaller operations aso tend to be more diversified,
engaging in both animal and crop production. These operations often have sufficient cropland
and fertilizer needs to land apply manure nutrients generated by the farm’s livestock or poultry
business.
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Figure2-1. Share of Farmsand Value of Production, by Typology Group, 1997
Source: USDA/ERS, 2000h. Farm typology groups are described in Table 2-2.

Another recent analysis from USDA confirms that as animal production operations have
become larger and more specialized, the opportunity to jointly manage animal waste and crop
nutrients has decreased, because these larger operations typically have inadequate land available
for utilizing manure nutrients (Gollehon and Caswell, 2000). Estimates by USDA indicate that
the amount of manure nitrogen produced by confinement operations increased about 20 percent
between 1982 and 1997, while average acreage on livestock and poultry farms declined (Gollehon
and Caswell, 2000). Overal, USDA estimates that cropland controlled by operations with
confined animals have the assimilative capacity to absorb about 40 percent of the calculated
manure nitrogen generated by these operations (Gollehon and Caswell, 2000). EPA expects that
these excess manure nutrients will need to be transported offsite for use as afertilizer substitute
by other agricultural producers.

2.1.3 Geographic Shiftsin Animal Production

During the 1970s, the mgjority of farming operations were concentrated in rural,
agricultural areas, and manure nutrients generated at animal feeding operations were readily
incorporated as afertilizer in crop production. In an effort to reduce transportation costs and
streamline distribution between the animal production and food processing sectors, livestock and
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Table 2-2. USDA’s Farm Typology Groups

Typology Groups Description 1999
Share”
Limited-resour ce Any small farm with gross sales less than $100,000, total farm assets 5.9%

less than $150,000, and total operator household income (from all
sources) less than $20,000. Limited resource farmers may report
farming, a nonfarm occupation, or retirement as their major

occupation.

Retirement Small farms whose operators report they are retired (excludes limited- 13.9%
resource farms operated by retired farmers).

Residential/lifestyle Small farms whose operators report their major occupation as other 43.4%
than farming, again excluding those with limited resources.

Farming occupation Small farms with sales |ess than $100,000, whose operators report 22.4%

/low sales farming as their major occupation (excludes limited-resource farms

whose operators report farming as their major occupation).

Farming occupation Small farms with sales between $100,000 and $249,000, whose 8.2%
/high sales operators report farming as their major occupation.

Additional Farm Groupings

Large family farms Farms with sales between $250,000 and $499,999. 3.6%
Very large Farms with sales of $500,000 or more 2.7%
family farms

Nonfamily farms Farms organized as nonfamily corporations or cooperatives, as well as <3%"

farms operated by hired managers.
Source: USDA farm typology groups (USDA/ERS, 2000b).

"aghare of farms and households in 1999 for all farms, except non-family farms (USDA/ERS, 2000g)
| nformation for non-family is for 1997 (USDA/ERS, 2000h).

poultry operations have tended to cluster near daughtering and manufacturing plants as well as
near end-consumer markets (McBride, 1997; USGAO, 1995; Kohls and Uhl, 1998). Ongoing
structural and technological change in these industries is also influencing where facilities operate
and is contributing to locational shifts between the more traditiona production regions and the
more emergent regions (Schrader, 1998; Lawrence et a., 1998; Kohls and Uhl, 1998; McBride,
1997; MacDonald, et a., 2000).

Operations in more traditional producing states tend to grow both livestock and crops and
tend to have adequate cropland for land application of manure. Operations in these regions also
tend to be smaller in size (McBride, 1997; Outlaw et al., 1996; USDA/NASS, 1999a). In
contrast, confinement operations in more emergent areas, such as hog operations in North
Carolina or dairy operations in the Southwest, tend to be larger in size and more intensive types of
operations (USDA/NASS, 1999a; Schrader, 1998; Lawrence et a., 1998; Outlaw, et al., 1996;
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McBride, 1997). These operations tend to be more specialized and often do not have adequate
land for application of manure nutrients (McBride, 1997; Letson and Gollehon, 1999; Gollehon
and Caswell, 2000). Production is growing rapidly in these regions due to competitive pressures
from more specialized producers who face lower per-unit costs of production (McBride, 1997).
This may be shifting the flow of manure nutrients away from more traditional agricultural aress,
often to areas where these nutrients cannot be easily absorbed.

As reported by Census data, shifts in where animals are grown is especially pronounced in
the pork sector (McBride, 1997; lowa State University, 1998; Martinez, 1999; MacDonald, et al.,
2000). Traditionally, lowa has been the top ranked pork producing state. Between 1982 and
1997, however, the number of hogs raised in that state remained relatively constant with a year-
end inventory average of about 14.2 million pigs (USDC, 1984; USDA/NASS, 1999a). In
comparison, year-end hog inventories in North Carolinaincreased from 2.0 million pigsin 1982 to
9.6 million pigsin 1997 (USDC, 1984; USDA/NASS, 1999a). Thislocationa shift has coincided
with reported nutrient enrichment of the waters of the Pamlico Sound in North Carolina (USEPA,
2000b). Growth in hog production also occurred in other emergent areas, including South
Dakota, Oklahoma, Wyoming, Colorado, Arizona, and Utah. Meanwhile, production dropped in
[llinois, Indiana, Wisconsin, and Ohio (USDC, 1994, and 1989; USDA/NASS, 1999a).

The dairy industry has seen similar shiftsin where milk is produced, moving from the more
traditional Midwest and Northeast states to the Pacific and Southwestern states (McBride, 1997,
El-Osta and Johnson, 1998). Between 982 and 1997, the number of milk cows in Wisconsin
dropped from 1.9 million to 1.3 million (USDC, 1984; USDA/NASS, 1999a). Milk cow
inventories have also declined in other traditiona states, including Illinois, Indiana, lowa,
Minnesota, Missouri, New Y ork, Pennsylvania, Ohio, Connecticut, Maryland, and VVermont.
During the same period, milk cow inventoriesin Californiarose from 0.9 millionin 1982 to 1.4
million in 1997. In 1994, California replaced Wisconsin as the top milk producing state
(USDA/NASS, 1999¢). Milk cow inventories have aso increased in Texas, |daho, Washington,
Oregon, Colorado, Arizona, Nevada, and Utah (USDC, 1994, and 1989; USDA/NASS, 1999a).
These locational shifts have coincided with reported nutrient enrichment of waters, including the
Puget Sound and Tillamook Bay in the northwest, the Everglades in Florida, and Erath County in
Texas, and aso elevated salinity levels due to excess manure near milk production areasin
southern California s Chino Basin (USEPA, 2000b).

2.1.4 Increased Farmer-Processor Linkages

Over the past few decades, closer ties have been forged between growers and various
industry middlemen, including packers, processors, and cooperatives (USDA/ERS, 1996c¢).
Increased integration and coordination is being driven by the competitive nature of agricultura
production and the dynamics of the food marketing system, in general, as well as seasonal
fluctuations of production, perishability of farm products, and inability to store and handle raw
farm output. Closer ties between the animal production facility and processing firms—either
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through contractual agreement or through corporate ownership of CAFOs—raises questions of
who is responsible for ensuring proper manure disposal and management at the animal feeding
gte. Thisisespecialy true given current trends toward an increasing number of large animal
confinement operations and the resultant need for increased animal waste management. Asfarms
become larger and more specialized, they may contract out some phases of the production
process. The contract farm might be less able to make decisions about environmental concerns
and to cover the costs of addressing these concerns (USDA/ERS, 1996¢). Since environmental
controls may raise the cost of production to the farmer, the farmer may wait to implement best
management practices until the contractor (processor) specifies and/or compensates the farmers
for the additional costs (USDA/ERS, 1996c¢).

Farmers and ranchers have long used contracts to market agricultural commodities.
However, increased use of production contracts is changing the organizational structure of the
individua industries and may raise policy questions regarding ownership responsibility aswell as
environmental concerns (USDA/ERS, 1996¢). Under a production contract, a business other than
the feedlot where the animals are raised and housed, such as a processing firm, feed mill, or
animal feeding operation, may own the animals and may exercise further substantial operational
control over the operations of the feedlot. In some cases, the processor may specify in detail the
production inputs used, including the genetic materia of the animals, the types of feed used, and
the production facilities where the animals are raised (USDA/ERS, 1996¢; Martinez, 1999; Ogishi
and Zilberman, 1999). The processor may also influence the number of animals produced at asite
(Ogishi and Zilberman, 1999). In general, these contracts do not deal with management of
manure and waste disposal (USDA/ERS, 1996c¢; Martinez, 1999). Recently, however, some
processors have become increasingly involved in how manure and waste is managed at the animal
production site. Thisinformation is available in the rulemaking record (for example: Associated
Press, 2000; Huslin, 2000a and 2000b; Montgomery, 2000; Goodman, 1999).

The use of production contracts in the livestock and poultry industries varies by
commodity group. Information from USDA indicates that production contracts are widely used
in the poultry industry and dominate broiler production (USDA/ERS, 1996¢ and 1999a).
Production contracting is becoming increasingly common in the hog sector, particularly for the
finishing stage of production in regions outside the Corn Belt (USDA/ERS, 1999a; Schrader,
1998; Lawrence et a., 1998). In the poultry sectors, vertical integration has progressed to the
point where large, multifunction producer-packer-processor-distributor firms are the dominant
force in poultry and egg production and marketing (Aust, 1997; Kohls and Uhl, 1998).
Production contracting has played a critical role in the growth of integrators in the poultry
sectors. Data from USDA on animal ownership at U.S. farms demonstrates the use of production
contracts in these sectors. 1n 1997, USDA reported that 97 percent of all broilersraised on U.S.
farms were not owned by the farmer. In the turkey and egg laying sectors, use of production
contractsis less extensive, since 70 percent and 43 percent of all birds in these sectors,
respectively, were not owned by the farmer (USDA/ERS, 1999a). In the hog sector, data from
USDA indicate that production contracting may account for 66 percent of hog production among
larger producers in the Southern and Mid-Atlantic states (USDA/ERS, 1999a). This differs from
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the Midwest, where production contracting accounted for 18 percent of hog production in 1997
(USDA/ERS, 1999a).

By comparison, production contracts are not widely used in the beef and dairy sectors.
Data from USDA indicate that less than 4 percent of all beef cattle and 1 percent of al milking
cows were not owned by the farmer in 1997 (USDA/ERS, 1999a). However, production
contracts are used in these industries that specialize in asingle stage of livestock production, such
asto “finish” cattle prior to slaughter or to produce replacement breeding stock. However, this
use congtitutes a small share of overall production across all producers. More detailed
information on contracting use in animal agriculture is discussed in Section 2.3.

To further examine the linkages between the animal production facility and the food
processing firms, and to evaluate the geographical implications of this affiliation, EPA conducts
an anaysis that shows arelationship between areas of the country with an excess of manure
nutrients from animal production operations and areas with alarge number of meat packing and
poultry slaughtering facilities. This manure—if land applied—would be in excess of crop uptake
needs and result in over application and enrichment of nutrients. Across the pork and poultry
sectors, this relationship is strongest in northwest Arkansas, where EPA estimates a high
concentration of excess manure nutrients and a large number of poultry and hog processing
facilities. By sector, EPA’s analysis shows that there is excess poultry manure nutrients and a
large number of poultry processing plants in the Delmarva Peninsula in the mid-Atlantic, North
Carolina, northern Alabama, and aso northern Georgia. 1n the hog sector, the analysis shows
excess manure nutrients and a large number of meat packing plantsin lowa, Nebraska and
Alabama. The analysis also shows excess manure nutrients from hogs in North Carolina, but
relatively fewer mesat packing facilities, which is likely explained by continuing processing plant
closure and consolidation in that state. More information on this analysisis provided in the
rulemaking record. The results of this research is contained in the record (DCN 20786).

22 CHARACTERISTICSOF ANIMAL CONFINEMENT OPERATIONS THAT
MAY BE AFFECTED BY THE PROPOSED CAFO REGULATIONS

This report examines the economic effects of the proposed CAFO regulations on
agricultural operations that confine livestock and poultry. This section provides an overview of
the animal production sectors, focusing on facilities that confine animals and identifying those
production facilities that are likely to be affected by the proposed requirements.

Section 2.2.1 discusses how EPA identifies the number of operations that may be affected
by the proposed CAFO regulations. This section first identifies all livestock and poultry
operations, then estimates which ones are likely to be confined operations and thus potentially
affected operations, and finally estimates the number of such operations likely to be considered
CAFOs, given the size definitions in the proposed CAFO regulations. A brief summary of the
financial characteristics of U.S. livestock and poultry operationsis provided in Section 2.2.2 (and
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isdiscussed in more detail in other sections of thisreport). Section 2.2.3 characterizes the
amount and nutrient content of manure generated at confined livestock and poultry operations.

2.2.1 Identification and Number of Affected CAFOs

There are three steps involved in determining the number of CAFOs that may be affected
by the proposed regulations. First, EPA identifies al livestock and poultry operations using
USDA data. Second, EPA estimates the total number of operations that confine animals, using
available Census data and other supplemental information from USDA and industry. Third, based
on the regulatory thresholds being proposed, EPA identifies the number of operations that meet
the CAFO definition or may be designated as CAFOs by the Permitting Authority, using farm size

distribution data from USDA and other information. These steps are described in the following
sections.

2.2.1.1 All Livestock and Poultry Operations

The agricultural sectors that are the focus of the proposed CAFO regulations, identified by
North American Industry Classification System (NAICS)® code, include:

# Cattle feedlots, NAICS 112112 [includes veal] (SIC 0211, beef cattle feedlots).

# Beef cattle ranching and farming, NAICS 112111 (SIC 0241, dairy heifer
replacement farms).

# Dairy cattle and milk production, NAICS 11212 (SIC 0241, dairy farms).
# Hog and pig farming, NAICS 11221 (SIC 0213, hogs).

# Broilers and other meat-type chickens, NAICS 11232 (SIC 0251, broiler, fryer,
and roaster chickens).

# Turkey production, NAICS 11233 (SIC 0253, turkey and turkey eggs).
# Chicken egg production, NAICS 11231 (SIC 0252, chicken eggs).

Asshown in Table 2-1, USDA reports that there were 1.1 million livestock and poultry
farmsin the United States in 1997 (USDA/NASS, 19994). This number includes al operations

3NAICS recently replaced the SIC (Standard Industrial Classification) system.
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that raise beef, dairy, pork, broilers, egg layers, and turkeys, and includes both confinement and
non-confinement (grazing and rangefed) production. These data on the number of farms include
both commercia and non-commercia operations. (USDA generaly defines acommercial
operation to include operations with annual farm revenues of more than 50,000 per year
(USDA/ERS, 1997h)).

The primary source of data on the number of livestock and poultry operationsis USDA’s
1997 Census of Agriculture (Census). The Census is a complete accounting of United States
agricultural production and is the only source of uniform, comprehensive agricultural data for
every county in the nation (USDA/NASS, 2000a). NASS conducts the Census every 5 years.*
The Censusisamail questionnaire that is sent to alist of known U.S. operations from which
$1,000 or more of agricultural products were produced and sold or normally would have been
sold during the census year (USDA/NASS, 2000b). Census survey respondents are on their own
to interpret its questions.

Aggregated Census data are readily available from USDA. In generd, the published
compendium provides summary inventory and sales data for the nation and for states. The
Census database itself, however, contains more detailed information that can be aggregated by
more precise facility size groupings, such as the regulatory thresholds specified by EPA for the
proposed CAFO regulations. USDA periodically publishes summary data from its databases and
provides customized analyses of the data to the public and other government agencies. EPA
obtained these data through a formal request to USDA. The requested data summaries that EPA
uses for its analyses are compiled by NASS, with the assistance of staff at USDA's NRCS who
developed a methodology for identifying farms likely to be CAFOs based on reported survey
information and developed estimates of animal units on these operations based on reported data
(described in the Devel opment Document (USEPA, 2000a)). This methodology alows USDA to
perform special tabulations of the data to obtain information on the characteristics of facilities at
specific size thresholds for each sector, which were provided to the EPA and other government
agencies. All data provided to EPA is sufficiently aggregated to ensure the confidentiality of an
individua farming operation.

In some cases, data obtained by USDA on the number of farms by inventory size
distribution do not always correspond with the facility size definitions examined by EPA. Where
data were not available in the desired size ranges, the data were linearly interpolated from
available data (USEPA, 2000a). USDA data also are not available on the number and distribution
of poultry operations with wet manure management systems and are instead estimated by EPA
using available data and supplemental information from industry experts and agricultural extension
agency personnel (USEPA, 2000a). Also, limited information on the number of farms that raise
more than a single animal type is available. To the extent that combinations of animal types are
located at livestock and poultry operations, these counts may be overstated.

“In prior years, the Census was conducted by the Department of Commerce’s Bureau of the Census.
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USDA Census data report the number and size of livestock and poultry operations as of
year-end (December 31) and may not adequately reflect seasona fluctuations in inventory and the
number and timing of animals sold. EPA used the Census data to calculate average herd size over
the year. The resultant industry summary data are based on both reported inventory and sales,
adjusted by expected turnovers. This approach is consistent with that developed by USDA to
estimate potential manure nutrient loadings from animal agriculture (Lander, et a., 1998). More
information is provided in the Devel opment Document (USEPA, 2000a).

2.2.1.2 Animal Confinement Operations

Census data on the number of livestock and poultry farms include both confinement and
non-confinement operations. However, only operations that confine animals are subject to the
proposed CAFO regulations.® For many of the animal sectors, it is not possible to precisely
determine what proportion of the total livestock operations are confinement operations and what
proportion are grazing operations only. EPA has estimated the number of AFOs using available
data and other information from the Census as well as other USDA and industry publications
(USDA/NASS, 1999b and 1999c and 1999d and 1998b; USDA/APHIS, 1995b; NPPC, 1998).
Data on the number of beef and hog operations that raise animals in confinement are available
from USDA. Since most large dairies have milking parlors, EPA assumes that al dairy operations
are potentially confinement operations. In the poultry sectors, there are few small non-
confinement operations and EPA assumes that al poultry operations confine animals. EPA’s
analysis focuses on the largest facilities in these sectors only. The data and assumptions used to
derive EPA’ s estimates of the number of affected confinement operations have undergone
extensive review by USDA personnel. Detailed information on how EPA estimated the number
of AFOs that may be subject to the proposed CAFO regulations can be found in the Devel opment
Document (USEPA, 2000a).

Using available 1997 datafrom USDA, EPA estimates that there are about 376,000 AFOs
that raise or house animals in confinement, as defined by the existing regulations (Table 2-3).
Table 2-3 presents the estimated number of AFOs and the corresponding animal inventories for
1997 across select size groupings. These estimates are based on the number of “animal units’
(AU) as defined in the existing regulations at 40 CFR 122 (Appendix B), with the addition of the
revisions that are being proposed for immature animals and chickens.® Data shown in Table 2-3
are grouped by operations with more than 1,000 AU and operations with fewer than 300 AU.

Under the existi ng regulations, confinement operations are considered to be CAFOs where animals have
been, are, or will be stabled or confined and fed and maintained for atotal of at least 45 daysin any 12-month
period. These confinement areas must not sustain crops, vegetation, forage growth, or post-harvest residues in the
normal growing season.

®As defined for the proposed CAFO regulations, one AU is equivalent to one slaughter or feeder cattle,

calf or heifer; 0.7 mature dairy cattle; 2.5 hogs (over 55 pounds) or 5 nursery pigs; 55 turkeys; and 100 chickens
regardless of the animal waste system used.
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As shown in Table 2-3, there were an estimated 12,660 AFOs with more that 1,000 AU in
1997 that accounted for about 3 percent of all confinement operations. In most sectors, these
larger-sized operations account for the majority of animal production. For example, in the beef,
turkey and egg laying sectors, operations with more than 1,000 AU accounted for more than 70
percent of all animal inventoriesin 1997; operations with more than 1,000 AU accounted for
more than 50 percent of al hog, broiler, and heifer operations (Table 2-3). In contrast, operations
with fewer than 300 AU accounted for 90 percent of all operations, but arelatively smaller share
of animal production.

USDA data on the total number of operations, shown in Table 2-3, include corporate-
owned operations. Despite industry trends toward larger facility size, increased specialization and

Table 2-3. Number of AFOs and Animals On Site, by Size Group, 1997

Sector/ AllAFOs [ >1,000AU® | <300AU | Total >1000AU <300 AU
Size Category number of operations number of animals on site, 1,000s
Cattle 106,080 2,080 102,000 26,840 22,790 2,420
Veal 850 10 640 270 10 210
Heifers 1,250 300 200 850 450 80
Dairy 116,870 1,450 109,740 9,100 2,050 5,000
Hogs: GF ¥ 53,620 1,670 48,700 18,000 9,500 2,700
Hogs: FF Y 64,260 2,420 54,810 38,740 21,460 5,810
Broilers 34,860 3,940 20,720 1,905,070 1,143,040 476,270
Layers: wet ¢ 3,110 50 2,750
392,940 275,060 58,940

Layers: dry ¢ 72,060 590 70,370
Turkeys 13,720 370 12,020 112,800 95,880 2,260
Total ¢ 375,700 12,660 336,590 NA NA NA

Source: USEPA, 2000a. Derived by USDA from published USDA/NASS data, including 1997 Census of
Agriculture. In some cases, available data are used to interpolate data for some AU size categories. Datafor veal
and heifer operations are estimated by EPA (USEPA, 2000a). May not add due to rounding. NA=Not available.
¥As defined for the proposed CAFO regulations, one AU is equivalent to one slaughter or feeder cattle, calf or
heifer; 0.7 mature dairy cattle; 2.5 hogs (over 55 pounds) or 5 nursery pigs; 55 turkeys; and 100 chickens
regardless of the animal waste system used.

“Hogs: FF” are farrow-finish (includes breeder and nursery pigs); “Hogs: GF” are grower-finish only.

““|ayers: wet” are operations with liquid manure systems; “Layers: dry” are operations with dry systems.

Y“Total AFOS’ eliminates double counting of operations with mixed animal types. Based on survey level Census
data for 1992, operations with mixed animal types account for roughly 25 percent of total AFOs.
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scale efficiencies, and closer farmer-processor linkages (discussed in Section 2.1.4), the majority
of facilities remain independently owned and operated. USDA reports that there were roughly
3,000 incorporated livestock and poultry operations that were not family held in 1997,
constituting less than one-half of one percent of al operations (USDA/NASS, 1999a). Other
USDA data indicate that non-family farms (both crop and livestock operations) account for less
than 3 percent of al U.S. farms (see Table 2-2 and Figure 2-1).

2.2.1.3 CAFOs Subject to the Proposed Regulations

Table 2-4 presents the estimated number of operations that would be defined as a CAFO
under each of the two alternative regulatory alternatives. The “two-tier structure” would define
as CAFOs all animal feeding operations with more than 500 AU. The “three-tier structure’
would define as CAFOs all animal feeding operations with more than 1,000 AU and any operation
with more than 300 AU, if they meet certain “risk-based” conditions, as defined in Section V11 of
the preamble (also summarized in Section 3 of this report). Table 2-4 presents the number of
AFOs in terms of number of operations with more than 1,000 AU and operations for each co-
proposed middle category (operations with between 500 and 1,000 AU and between 300 and
1,000 AU, respectively).

Table 2-4. Number of Potential Operations Defined as CAFOs by Select Regulatory Alternative, 1997

“Two-Tier”
“Three-Tier”
Sector/Size >300 >500 >750 >300 >500 >750 >300 AU
Category AU AU AU AU AU AU
(# operations) (% total) # (% total)
Cattle 4,080 3,080 2,480 4% 3% 2% 3,210 3%
Veal 210 90 40 25% 10% 4% 140 16%
Heifers 1,050 800 420 84% 64% 34% 980 78%
Dairy 7,140 3,760 2,260 6% 3% 2% 6,480 6%
Hogs: GF 4,920 2,690 2,300 9% 5% 4% 2,650 5%
Hogs: FF 9,450 5,860 3,460 15% 9% 5% 5,700 9%
Broilers 14,140 9,780 7,780 41% 28% 22% 13,740 39%
Layers: wet 360 360 210 12% 12% % 360 12%
Layers: dry 1,690 1,280 1,250 2% 2% 2% 1,650 2%
Turkeys 2,100 1,280 740 15% 9% 5% 2,060 15%
Total 39,320 25,540 19,100 10.5% 6.8% 5.1% 31,930 8.5%

Source: See Table 2-3.
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Based on available USDA datafor 1997, EPA estimates that both proposed alternative
structures would regulate about 12,660 operations with more than 1,000 AU, accounting for
operations with more than a single animal type (USEPA, 2000a).” The two alternatives differ in
the manner in which operations with less than 1,000 AU would be defined as CAFOs and,
therefore, subject to regulation, as described in Section 3 of thisreport. Asshown in Table 2-4,
in addition to the 12,660 facilities with more than 1,000 AU, the two-tier structure would regulate
an additional 12,880 operations with between 500 and 1,000 AU (USEPA, 2000a).

Under the three-tier structure, an estimated 39,330 operations would be subject to the
proposed regulations (10 percent of all AFOs), estimated as the total number of animal
confinement operations with more than 300 AU. See Table 2-4. Of these, EPA estimates that a
total of 31,930 AFOs would be defined as CAFOs (9 percent of all AFOs) and would need to
obtain a permit (Table 2-4), while an estimated 7,400 operations would certify that they do not
need to obtain a permit. Among those operations needing a permit, an estimated 19,270
operations have between 300 to 1,000 AU.

As shown in Table 2-4, the three-tier structure would regulate an additional 6,400
operations, compared to the two-tier structure. Overall, the three-tier structure would define as
CAFOs more operations in all sectors, with the exception of the hog sector. Including mixed
operations, the three-tier structure would define as CAFOs 5,100 more poultry operations, about
2,700 more dairies, and 400 more cattle operations, but 200 fewer hog operations (Table 2-4),
than the two-tier structure.

EPA estimates the number of operations that may be defined as CAFOs under the three-
tier structure using available information and compiled data from USDA, State Extension experts,
and agricultural professionals. These estimates rely on information about the percentage of
operations in each sector that would be impacted by the “risk-based” criteria described in Section
VII. Insome cases, thisinformation is available on a state or regional basis only and is
extrapolated to all operations nationwide. EPA’s estimates reflect information from a maority of
professional expertsin the field. Greater weight is given to information obtained by State
Extension agents, since they have broader knowledge of the industry in their state. More detailed
information on how EPA estimated the number of operations that may be affected by the
proposed regulations under the three-tier structure is available in the Development Document
(USEPA, 2000a).

EPA is also requesting comment on two additional options for the scope of the rule. One
of these is an alternative two-tier structure with a threshold of 750 AU. Under this option, an
estimated 19,100 operations, adjusting for operations with more than a single animal type, would
be defined as CAFOs (Table 2-4). This represents about 5 percent of all CAFOs, and would
affect an estimated 2,930 beef, veal, and heifer operations, 2,260 dairies, and 5,750 swine and

1992 Census data indicate that approximately 200 operations with more than 1,000 AU have multiple
animal types, so a corresponding reduction in these operationsis calculated to adjust for mixed operations.
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9,980 poultry operations (including mixed operations). Under the other alternative—a variation
of the three-tier structure that is being co-proposed—the same 39,320 operations with 300 AU or
greater would potentially be defined as CAFOs. However, the certification conditions for being
defined as a CAFO would be different for operations with 300 to 1,000 AU (described later in
Section VI of the preamble). EPA has not estimated how many operations would be defined as
CAFOs under this aternative three-tier approach, although EPA expects that it would be fewer
than the 31,930 estimated for the three-tier approach being proposed today. If after considering
comments, EPA decides to further explore this approach, it will conduct a full analysis of the
number of potentially affected operations.

EPA does not anticipate that many AFOs with less than 500 AU (two-tier structure) or
300 AU (three-tier structure) will be subject to the proposed requirements. In the past 20 years,
EPA isaware of very few AFOs that have been designated as CAFOs. Based on available USDA
analyses that measure excessive nutrient application on cropland in some production areas and
other farm level data by sector, facility size and region, EPA estimates that designation may bring
an additional 50 operations under the proposed two-tier structure (500 AU threshold) each year
nationwide. EPA assumed this estimate to be cumulative such that over a 10-year period
approximately 500 AFOs may become designated as CAFOs and therefore subject to the
proposed regulations. EPA expects these operations to consist of beef, dairy, farrow-finish hog,
broiler and egg laying operations that are determined to be significant contributors to water
quality impairment (Table 2-5). Table 2-5 aso shows EPA’s estimates of designated facilities
under an aternative two tier structure at the 750 AU threshold. Under the three-tier structure,
EPA estimates that fewer operations would be designated as CAFOs, with 10 dairy and hog
operations may be designated each year, or 100 operations over a 10-year period (Table 2-5).
For the purpose of this analysis, EPA assumes that all potentially designated operations are
located in the more traditional farm production regions in the Midwest and Northeast.

EPA expects that the proposed CAFO regulations would mainly affect livestock and
poultry operations that confine animals. In addition to CAFOs, however, the proposed
regulations may also affect businesses that contract out the raising or finishing production phase
to a CAFO but exercise “substantial operational control” over the CAFO (described in Section 3
of thisreport). Asdiscussed later in Sections 2.3 and 2.4, EPA estimates that 94 meat packing
plants that laughter hogs and 270 poultry processing facilities may be subject to the proposed co-
permitting requirements. Other types of processing firms, such as further processors, food
manufacturers, dairy cooperatives, and renderers, are not expected to be affected by the co-
permitting requirements since these operations are further up the marketing chain and do not
likely contract with CAFOsto raise animals. Fully vertically integrated companies (e.g., where
the packer owns the CAFO) are not expected to require a co-permit since the firm as the owner of
the CAFO would require only a single permit.
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Table 2-5. Number of Potential Operations Designated as CAFOs by Select Regulator

Alternative, 1997

“Two-Tier” “Three-Tier”
Sector/Size >300 AU >500 AU >750 AU >300 AU
Category
(# operations)
Cattle ND 40 60 0
Veal ND 0 0 0
Heifers ND 0 0 0
Dairy ND 220 380 50
Hogs: GF ND 0 0 0
Hogs: FF ND 200 350 50
Broilers ND 20 30 0
Layers: wet ND 20 30 0
Layers: dry ND 0 0 0
Turkeys ND 0 0 0
Total ND 500 850 100

Source: See Table 2-3. Estimates are shown projected over a 10-year period. ND=Not Determined.

EPA also expects that crop farmers who receive manure from CAFOs would be affected
under one of the two co-proposed options relating to offsite management of manure. EPA’s
Development Document (USEPA, 2000a) documents how EPA estimated the number of
potentially affected crop producers. These estimates are presented in Section 5 as part of EPA’s

overdl anaysis.

2.2.2 Financial Characteristics of Livestock and Poultry Farms

Table 2-6 provides a summary of USDA’sfinancial performance classification by farm
typology groups across all crop and livestock producers for 1999 (USDA/ERS, 2000g). This
compilation is based on USDA’s Agricultural Resource Management Study (ARMYS) data. (This
database in described in greater detail in Section 4 of this report.) Farm financia information
presented in this section and used for this analysis does not include off-farm income, which may
account for between 16 percent of total household income at USDA-recognized “very large
family farms’ (operations with more than $500,000 in annual sales) to 130 percent of total
household income at “small family farms,” as defined in Table 2-2 (USDA/ERS, 2000d).

USDA classifies farm financia performance as “favorable” or “vulnerable”, using two
measures (USDA/ERS, 1997e and 1997a). The first measure is the debt-to-asset ratio, aratio
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that compares total debt to total assets and is useful for determining the relative debt burden a
farm might be under. The second is net farm income, which if negative, could indicate relatively
poor financial performance. Used together, these terms define a farm’ s vulnerability to closure.
Vulnerable farms are those with both negative net farm income and high levels of debt, indicated
by a debt-to-asset ratio over 40 percent. (See Section 4.2.5 for more information on USDA’s
farm performance classification.)

Using this performance classification, Table 2-6 shows that about 4 percent of al farms
are considered by USDA to bein afinancialy vulnerable position (USDA/ERS, 2000g). These
farms are highly leveraged and may experience income deficiencies (USDA/ERS, 1997b; Sommer,
et a., 1998).

Across U.S. commercia farms—defined by USDA as operations with revenues of
$50,000 or more per year—the share of operations that are considered financially vulnerableis
lower, estimated at less than one percent (USDA/ERS, 1997b). Additional information across all
commercia farms (both crop and livestock enterprises) indicate that net farm income averaged
$57,600 per operation (USDA/ERS, 2000j). Including non-commercia operations, farm income
tends to average much lower (Table 2-6). On average, net farm income was relatively stable for
commercia farms during the early 1990s (USDA/ERS, 1997b). Average debt-to-asset ratio
across all commercia farm businesses was 14 percent in 1999, indicating relatively low debt
burdens (USDA/ERS, 2000j). Average return on assets at commercia farm businesses was 3
percent; operating profit margins averaged 11 percent (USDA/ERS, 2000j). Including non-
commercial operations, average financial statistics for the farming sector as awhole (shown in
Table 2-6) tend to be more variable and generaly lower overall (USDA/ERS, 1993 and 1996a).

The following summarizes the financial conditions of operationsin the livestock and
poultry sectors. Financia conditions vary among these sectors, as well as by size and region
within these sectors, in some cases. Overall, available USDA ARMS data on the baseline
financia conditions of the livestock and poultry sectors that will be affected by the proposed
CAFO regulations indicate that operations in these sectors, on average, are not in avulnerable
financia position. Asis discussed below, on average, these operations have positive net farm
income and acceptabl e debt-to-asset ratios (Iess than 40 percent) indicating alow potential for
cash flow problems and alow relative risk of insolvency. Additional information is provided in
Sections 6, 7 and 8 of this report.

Beef operations experienced poor profitability in the 1990s due to falling prices and
declining receipts, in spite of increasing production.? In 1997, net farm income averaged $10,100

8ARMS data do not differentiate between fed cattle operations and cow-calf operations. All data presented
here are for all beef operations only.
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Table 2-6. Financial Performance by Farm Typology Group, All Crop and Livestock Production, 1999

. Farming Ver
Small family farms occupation Large Large
family famil All
ltem Limited- | Retire- | Resid./ [ | . | farms amily
resource | ment | lifestyle 9 farms
(percent)
Share farms/
households 59 13.9 43.4 22.4 8.2 3.6 2.7 100.0
Per cent Distribution by Financial Performance
Favorable 54.2 71.4 57.9 62.0 71.4 711 60.6 62.1
Marginal 38.4 27.8 34.1 322 | 152 14.1 13.0 30.2
Income
Marginal d d x22 | *34 | 92 8.6 224 35
Solvency
Vulnerable d d 59 2.3 4.3 6.2 3.9 4.2
Percent Distribution by Typology Group
Favorable 52 15.9 40.4 22.3 9.4 4.1 2.7 100.0
Marginal 75 128 49.0 23.9 41 17 12 100.0
Income
Marginal d d *273 | *217 | 215 8.8 17.4 100.0
Solvency
Vulnerable d d 60.9 12.3 8.4 53 2.5 100.0
Other performance measures
Net farm ** -800 4,400 2,100 5,400 | 33,700 64,700 220,500 13,800
income (%)
Debt-to-
(%) 7.8 2.0 9.5 6.4 13.5 16.7 20.0 10.5
Return i i i i . rx
on $(%) 12.2 1.2 1.6 2.5 0.7 3.2 8.7 0.2
Operating
profit margin -96.3 -25.2 -24.7 -29.9 * 35 11.8 18.8 ** 1.4
(%)

Source: USDA/ERS, 2000g. Dollars are rounded to nearest hundred.

Farm types are defined in Table 2-2. Financial performance classification is defined in Section 4.2.5.

d=data suppressed due to insufficient observations.
*=gtandard error is between 25-50% of the estimate. **=standard error is between 50-75% of the estimate.
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per operation, 20 percent lower than 1994, not accounting for inflation (USDA/ERS, 1999a and
1997b). Average debt-to-asset ratios in this sector ranged from 9 percent to 13 percent in 1997,
depending on operation size—areduction in debt burden since 1994 when the average farm had a
debt-to-asset ratio of 16 percent (USDA/ERS, 1999a and 1997b). Average returns on assets
(derived by EPA using 1997 ARMs data on average revenues to average assets) ranged from 2
percent to 4 percent, depending on facility size. Additional financial information on the beef
sector is provided in Section 8.

Among dairy operations, net farm income remained relatively stable during the mid- to late
1990s. USDA reportsin 1997 net dairy farm income averaged $36,600 per operation, sightly
lower than in 1994 (USDA/ERS, 1999a and 1997b). Average debt-to-asset ratios ranged from 17
percent to 26 percent, depending on size (USDA/ERS, 1999a). Differences in debt-to-asset ratio
region were generally modest. Dairy operations, however, are among the most profitable of the
affected industry sectors. Returns on assets at dairy farmsin 1997 averaged from 4 percent to 9
percent, depending on facility size (calculated by EPA from ARMS data as average revenues to
average assets). Additional financia information on the dairy sector is provided in Section 8.

Hog operations experienced low profitability and high debt in the mid-1990s, which
caused substantial financial stress among producers, though not reaching critical levels. In 1997,
debt and profitability improved on average. Net farm income averaged $21,700 per operation in
1997, a 10 percent increase from the 1994 average, not accounting for inflation (USDA/ERS,
1999a and 1997b). Average debt-to-asset ratios among hog operators ranged from 15 percent to
39 percent, depending on size, and aso vary by production region, tending to be lower in the
Mid-Atlantic compared to the more traditional Midwest region (USDA/ERS, 1999a). High debt
levels were prevalent in 1994, with mean debt-to-asset ratio among commercia hog farms
averaging 24 percent (USDA/ERS, 1997b). By 1997, the average debt-to-asset ratio was 18
percent (USDA/ERS 1999a). This decrease in debt levels, along with relatively high returns on
assets, indicates some upturn in the hog sector between 1994 and 1997. This may have buffered
the period of severe stress in the hog sector during 1997-1998 period when hog and wholesale
pork prices plummeted due to expanded production and decreased export demand (Southard,
1999). In 1997, the largest farms had debt levels near 40 percent and could be nearing financial
vulnerability; however, these operations had relatively high net income, averaging $157,700 per
operation in 1997 (USDA/ERS, 1999a). Average return on assets at larger-sized hog operations
(more than 300 AU) ranged from 4 percent to 10 percent, varying by facility size and region
(USDA/ERS 1999a). Additional financial information on this sector is provided in Section 7.

In 1997, average net farm income at poultry operations was about $11,000 at broiler and
egg laying operations and $23,500 at turkey operations. Debt-to-asset ratios at poultry
operations ranged from 7 percent to 30 percent, depending on operation size and sector
(USDA/ERS 19994). Across all sized operations, brailer, layer, and turkey operations had
average debt-to-asset ratios of 19 percent, 11 percent, and 15 percent, respectively (USDA/ERS
1999a). Regionally, thereislittle difference in the average debt-to-asset ratios operations across
these sectors compared to the national level. Reported average return on assets at larger-sized
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broiler and turkey operations (more than 300 AU) ranged from 2 percent to 6 percent across
sectors (USDA/ERS 1999a). Additiona financial information on the broiler, egg, and turkey
sectorsis provided in Section 6.

2.2.3 Manure and Manure Nutrients Generated Annually at CAFOs

USDA'’s Natural Resources Conservation Service (NRCYS) estimates that 128.2 billion
pounds of manure are “available for land application from confined AU” from the mgjor livestock
and poultry sectors (Kellogg, et a., 2000). EPA believes these estimates equate to the amount of
manure that is generated at animal feeding operations, since USDA’ s methodology accounts for
all manure generated at confinement facilities. USDA reports that manure nutrients available for
land application totaled 2.6 billion pounds of nitrogen and 1.4 billion pounds of phosphorusin
1997 (Kellogg, et a., 2000). (See Table2-7.) USDA'’s estimates do not include manure
generated from other animal agricultural operations, such as sheep and lamb, goats, horses, and
other farm animal species.

Table 2-7. Manure and Manure Nutrients“ Available for Land Application,” 1997

USDA Estimates: “ Available for EPA Estimates:
Application” from Confined AU” & Per centage Share by Facility Size Group

Sector Total Total Total >1,000 >750 >500 >300

Manure Nitrogen Phosphorus AU AU AU AU

bill. Ibs million pounds percent of total manure nutrients applied

Cattle” 329 521 362 83% 85% 86% 90%
Dairy 45.5 636 244 23% 31% 37% 43%
Hogs 16.3 274 277 55% 63% 69% 78%
All Poultry 335 1,153 554 49% 66% 77% 90%
Total 128.2 2,583 1,437 49% 58% 64% 72%

Source: USDA and EPA, as indicated.

¥Nutrients are from USDA/NRCS using 1997 Census of Agriculture and procedures documented developed by
USDA. Numbersare “dry state” and reflect the amount of manure nutrient “available for application from
confined AU” and are assumed by EPA to coincide with manure generated at confined operations).

bPercentage shares are by EPA based on the share of animals within each facility size group for each sector (shown
in Table 2-3) across three facility size groups.

““Cattle” isthe sum of USDA’s estimate for livestock operations “with fattened cattle” and “with cattle other than
fattened cattle and milk cows.” YCattle” isthe sum of USDA’s estimate for livestock operations “with fattened
cattle” and “with cattle other than fattened cattle and milk cows” (Kellogg, et al., 2000).

The contribution of manure and manure nutrients varies by animal type. Table 2-7 shows
that the poultry industry was the largest producer of CAFO manure nutrients in 1997, accounting
for 45 percent (1.2 billion pounds) of all nitrogen and 39 percent (0.6 billion pounds) of al
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phosphorus available for land application that year (Kellogg, et a., 2000). Among the poultry
sectors, EPA estimates that approximately 55 percent of all poultry manure was generated by
broilers, while layers generated 20 percent and turkeys generated 25 percent. The dairy industry
was the second largest producer of CAFO manure nutrients, generating 25 percent (0.6 billion
pounds) of all nitrogen and 17 percent (0.2 billion pounds) of all phosphorus (Table 2-7).
Together, the hog and beef sectors accounted for about one-fourth of all nitrogen and nearly 40
percent of all phosphorus from CAFO manure.

Table 2-7 shows EPA’s estimate of the relative contribution of manure generated by select
major facility size groupings, including coverage for all operations with more than 1,000 AU, al
operations with more than 750 AU or 500 AU (two-tier structure), and all operations with more
than 300 AU (three-tier structure). EPA estimates these shares based on the share of animals
within each facility size group for each sector, as shown in Table 2-3. Given the number of AFOs
that may be defined as CAFOs and subject to the proposed regulations (Table 2-4), EPA
estimates that the proposed effluent guidelines and NPDES regulations will regulate 5 to 7
percent (two-tier structure) to 10 percent (three-tier structure) percent of AFOs nationwide.
Coverage in terms of manure nutrients generated will vary by the proposed regulatory approach.
As shown in Table 2-7, under the 500 AU two-tier structure, EPA estimates that the proposed
requirements will capture 64 percent of all CAFO manure; under the 750 AU two-tier structure,
EPA estimates that the proposed requirements will capture 58 percent of all CAFO manure.
Under the three-tier structure, EPA estimates that the proposed requirements will capture 72
percent of all CAFO manure generated annually (Table 2-7). The mgority of this coverage (49
percent) is attributable to regulation of operations with more than 1,000 AU.

Additional information on the congtituents found in livestock and poultry manure and
wastewater is described in Environmental Assessment (USEPA, 2000b). Information on
USDA'’s estimates of nutrients available for land application and on the relative consistency of
manure (e.g., wetter or drier) for the main animal typesis provided in the Devel opment Document
(USEPA, 2000a).

23 INDUSTRIAL ORGANIZATION OF LIVESTOCK AND POULTRY
INDUSTRIES

This section presents a discussion of the industrial organization and structure of the
livestock and poultry industries, focusing on the role of vertical integration and coordination
between the animal feeding and the processing sectors. Section 2.3.1 describes the use of
contracts in animal agriculture and Section 2.3.2 discusses the role that contracting playsin
determining the degree of affiliation between a CAFO and the processing sector. These issues
have implications for this rulemaking and may determine whether producers are able to pass on
increases in production costs through higher prices and also whether processors are subject to the
proposed CAFO regulations as co-permittees.
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2.3.1 Contractingin Animal Agriculture

As briefly discussed in Section 2.1.4, over the past few decades, closer ties have been
forged between farmers and their respective manufacturing operations. Increased integration and
coordination are being driven by the competitive nature of agricultural production and the
dynamics of the food marketing system, as well as seasonal fluctuations of production,
perishability of farm products, and limited resources among farmers to handle raw farm output.®

“Contracting” in U.S. agriculture refers to arrangements between farmers and companies
or other farmers that specify conditions of producing and/or marketing an agricultural product.
Contracts can specify price, quantity, and/or quality requirements. There are two basic types of
contracts (USDA/ERS, 1996c):

# Marketing contracts refer to verbal or written agreements between contractors
and growers that set the price (or pricing mechanism) and an outlet for the
commaodity before harvest or before the commaodity is ready to be marketed. Most
management decisions remain with farmers, since ownership is retained while the
commodity is produced. The contractee (grower) also assumes all the risks of
production but shares price risk with the contractor (processor). Types of
marketing contracts include forward sales of a growing crop, price setting after
delivery, and pre-harvest polling arrangements.

# Production contracts' specify in detail the production inputs supplied by the
contractor (processor, feed mill, or other farm operations), the quality and quantity
of a particular commodity, and the type of compensation to the grower for services
rendered. The contractor (processor or integrator) may either own the animals
and/or may exercise substantial operational control over the type of production
practices used. The contractor may specify in detail the production inputs supplied
by the contractor, the quality and quantity of a particular commodity, and the type
of compensation to the grower for services rendered. In general, these contracts
do not deal with management of manure and waste disposal, although, the contract
may require the grower to be in compliance with all relevant environmental
requirements.

Martinez (1999) notes that, in the broiler industry, most major processors control the
vertical stages of production, from breeders to market-ready products, through vertical
integration and production contracts. These processor-integrators, such as Tysons, breed the

9Ownership of all aspects of production isthe key to vertical integration (Aust, 1997). Vertica
coordination differs from vertical integration in that it includes “all means of vertically harmonizing production,
processing, and distributive activities (Aust, 1997) and covers the use of contracting in livestock and poultry
production, which occurs when an operation contracts with a packer, processor, or feed company to feed animals.

194150 known as “resource-providing contract” (Martinez, 1999).
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parent stock, produce hatchling eggs, and hatch the eggs; they provide chicks, feed, veterinary
services, but contract out the rasing of the chicken to farmers or growers (Martinez, 1999). The
growers provide the chicken houses and labor. The contract specifies a payment per pound of
live broiler produced, depending on the grower’ s relative performance. In such an integrated
marketing system, price discovery is a the interface between the processor and the retailer
(Martinez, 1999).

Increased use of contracts may be changing the organizational structure of the individual
industries and may raise policy questions regarding ownership responsibility aswell as
environmental concerns (USDA/ERS, 1996¢). Thisisespecialy true given current trends toward
an increasing number of large confined animal feeding operations and the resultant need for
increased animal waste management. Farmers raising animals under production contract with
processors face different risks and decisions than farmers raising animals under their own
ownership or under marketing contracts because farm management decisions are often tightly
controlled by the processor (Bastian et a., 1994). See Section 2.1.4. Asfarms become larger
and more specialized, they may contract out some phases of the production process. The contract
farm might be less able to make decisions about environmental concerns and to cover the costs of
addressing these concerns (USDA/ERS, 1996¢). Since environmental controls may raise the cost
of production to the farmer, the farmer may wait to implement best management practices until
the contract specifies and/or compensates the farmers for the additiona costs (USDA/ERS,
1996c¢).

Continued growth in contract farming is anticipated because of its benefits to both the
processor and the contract farmer. Contracts reduce farmer exposure to price risk by combining
market functions and allowing them to secure a constant price and buyer (Kohls and Uhl, 1998).
Factors other than income stability include improved efficiency, market security, and accessto
capital and new technologies (USDA/ERS, 1996¢). The farmer also frequently receives
production inputs from the processor, including animals (chicks, breeder pigs, replacement
heifers), feed, technical support, and transportation of animals. Receipt of feed supplies from
integrators reduces uncertainty and risk in feed costs, often the single largest cost component of
livestock and poultry production (USDA/ERS, 1996¢).

Processing firms benefit from contracting since they can realize rapid growth without the
need to own and maintain land and facilities while exerting control over the production process,
input supply, and genetics (Hayenga et al., 1996). Among hog processors, a recent survey
indicated that the top three advantages to processors of contracting is increased financial leverage,
reduced environmental/regulatory problems, and access to motivated labor (i.e., farmer growers)
(Hennessey and Lawrence, 2000).

Figure 2-2 depicts the flow of activities and typical sharing of responsibilitiesin a
contractual agricultural relationship, as summarized by Ogishi and Zilberman (1999).
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2.3.2 Degreeof Affiliation between CAFOs and Processors

EPA uses information on the degree of affiliation between CAFOs and processing firms
within a sector, based on the types of contractual arrangements used within a sector, to support
its assumptions on whether processors within an industry may be subject to the proposed CAFO
regulations as co-permittees (Section 2.4). These data are from USDA that report the use of
production contracts and the degree of animal ownership by the farm operator in these sectors.

Use of production contracts in the livestock and poultry industries varies by commodity
group. Information from USDA indicate that production contracts are widely used in the poultry
industry and dominate broiler production (Aust, 1997; USDA/ERS, 1999a and 1996¢; Heffernan,
et a., 1999; Perry, et a., 1999; Martinez, 1999). Production contracts are a'so common in the
hog sector, and use in the finishing stage of production is rising rapidly in some regions (Pritchett
and Lui, 1998). By comparison, production contracts are not widely used in the beef and dairy
sectors (USDA/ERS, 1996¢ and 1999a; Heffernan, et al., 1999). Additional details on vertical
coordination and contracting for each sector are presented in Sections 6, 7, and 8 of this report.

Production contracting in the poultry sectors differs from that in the other livestock
sectors, since it is dominated by near vertical integration between afarmer (“grower”) and a
processing firm (“integrator”). In the poultry sectors, vertical integration has progressed to the
point where large, multifunction producer-packer-processor-distributor firms are the dominant
force in poultry and egg production and marketing (Kohls and Uhl, 1998). Production
contracting has aso played an important role in the growth of integratorsin the poultry sectors
(Aust, 1997).

In 21993 study, USDA showed that amost 90 percent of all poultry farms use contracts,
most of which are production contracts (Table 2-8). Across all poultry sectors, production
contracting accounted for 86 percent of the value of al production in 1993 (USDA/ERS, 1996¢).
Information from USDA on animal ownership at U.S. farms further indicates the potential degree
of processor control in these sectors (USDA/ERA, 1999a). These data indicate that production
contracting accounts for virtually all (98 percent) of U.S. broiler production in 1997 (USDA/ERS,
1999a). (See Table 2-9.) Thisindicates that nearly al broiler production may be under the
ownership or control of processing firms that are affiliated with broiler operations. Production
contracting accounts for a smaller share of turkey and egg production, accounting for 70 percent
and 37 percent, respectively (USDA/ERS, 1999a). See Table 2-9.

Production contracts are also common in the hog sector, but still account for a smaller
share of total production. In 1993, 6 percent of all hog farms grew animals under a production
contract, accounting for 11 percent of al hog marketings during that year (USDA/ERS, 1996c).
(See Table 2-8.) However, the hog sector is rapidly evolving into an industry of larger firms that
are specialized and vertically coordinated through production contracting, particularly in
production regions outside the Corn Belt (Pritchett and Lui, 1998). More recent data indicate
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that contracting useisrising rapidly. 1n 1997, an estimated 40 percent of the hogs farrowed and
44 percent of the finished hogs were produced by farms with production contracts (Lawrence, et
al., 1998)." Most contract hogs are produced by large farms in emerging regions, such as North

Carolina (Hayenga et al., 1996).

Table 2-8. Contracting Usein the Livestock and Poultry Sectors, 1993

Commodity Group

All ¥

Cattle Dairy ¥ Hogs Poultry
Number of Farms
Farms (number) 2,063,300 | 740,138 125,408 82,132 27,589
Farms with Contracts (number) 225,308 13,278 34,903 9,232 24,500
Percentage under Contract 11% 2% 28% 11% 89%
Farm with Production Contracts (number) 43,609 2,827 2,661 4,701 23,379
Farm with Marketing Contracts (number) 185,736 10,625 32,441 4,749 2,081
Value of Production
Total Value of Production ($million) $150,493 | $33,870 $23,833 $8,436 $11,237
Production Value under Contract ($million) $47,454 $7,787 $10,185 $1,155 $9,642
Percentage under Contract 32% 23% 43% 14% 86%
(g/rﬂlfieof];‘der Production Contract $17,706 | $6038 | 178 $958 $8,845
(g/rﬂlll‘f’otr‘];'der Merketing Contract $27,748 | $1,749 | $10007 | $197 $796

Source: USDA/ERS, 1996c.
¥Includes all crops and livestock farms.

Most milk is produced under marketing orders. Milk producers usually have a verbal agreement with their buyer
or cooperative. Because a quantity and final price are not specified before the sale, producers do not consider this a
“contract.” Farmers may have production contracts with other operators to produce a stream of replacement

heifers.

Myse of marketi ng contracts has also risen sharply, accounting for 57 percent of 1997 hog marketings

(Lawrence, et al., 1998).
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Table 2-9. Percent of Animals Owned and Not Owned by Farmers by Sales-Based Size Categories, 1997

Very

Small Family Farms Large Non-
Number/Per cent Al Family Large Family
Farms High Farms Family Farms?
Low Sales Sales Farms
All Cattle and Calves®
No. of Animals (millions) 99.3 21.0 17.9 9.3 15.0 8.9
Percent not owned (%) 7.4% 4.1% 6.3% 5.6% 7.0% 26.5%
Beef Cows
No. of Animals (millions) 39.6 10.7 6.8 25 25 2.2
Percent not owned (%) 4.7% 3.9% 7.4% 9 7.0% 3.5% ¢ 3.6% Y
Heifersand Heifer Calves?
No. of Animals (millions) 25.7 4.7 4.9 2.9 4.6 2.8
Percent not owned (%) 8.8% 3.7% 5.1% 4.9% ¢ 10.2% 33.9%
Milking Cows
No. of Animals (millions) 10.5 1.2 2.8 14 3.7 0.8
Percent not owned (%) 1.4% 0.3% ¢ 1.7% Y 1.6% ¢ 0.4% ¢ 3.4%
Hogs and Pigs
No. of Animals (millions) 40.6 34 6.5 9.8 134 5.1
Percent not owned (%) 27.6% 3L.1%¢ 13.3% ¢ 29.8% ¢ 40.2% 7.4%Y
Broilers, Fryersand other Meat-type Chickens
No. of Animals (millions) 763.8 50.6 62.29 233.9¢ 385.5 ND
Percent not owned (%) 97.6% 93.7% 78.9% ¢ 100.0% 99.6% ND
Turkeys
No. of Animals (millions) 154.0 ND 159¢ 7.8¢ 99.9¢ 37.29
Percent not owned 70.0% 94.5% ¢ 90.2% 93.3% 78.3% ¢ 36.2% ¢
Layers
No. of Animals (millions) 163.6 10.7 45 18.1 89.4 38.6Y
Percent not owned (%) 37.3% 94.0% 89.9% 85.2% 34.3% ¢ 0.6%

Source: USDA/ERS, 1999a. See Table 2-2 for USDA farm typology group definitions.

ND= not disclosed; data insufficient for disclosure (fewer than 30 observations).
¥Nonfamily farms include nonfamily corporations or cooperatives, as well as farms operated by hired managers.
YIncludes all feedlots as well as cow-calf operations and stocker or backgrounding operations.
“Relative standard estimate (RSE) of estimate >25% but <50%.
YRSE of estimate >50% but <75%.

?RSE of estimate >75%.
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Information from USDA on animal ownership at U.S. hog farmsin 1997 provides an
indication of the potential degree of processor control in this sector. These data indicate that
nationally production contracts accounted for about 30 percent of total hog production in 1997
(Table 2-9). Production contract use in the hog sector varies by production region. Production
contracts accounted for 66 percent of hog production in the Southern and Mid-Atlantic statesin
1997, with use concentrated among the larger producers (USDA/ERS, 19994). In comparison,
production contracting accounted for 18 percent of hog production in the Midwest (USDA/ERS,
19994). (See Table 2-5.) Thisindicates that alarge share of hog production may be under the
ownership or control of processing firmsin the Southern and Mid-Atlantic states. Production
contracting is less common in the Midwest because coordination efforts are more diversified and
because independent producers enter into networks that are ssimilar in many waysto highly
integrated systems (Kliebenstein and Lawrence, 1995). Production contracting in the hog sector
is becoming more like that in the poultry sector in that it isincreasingly focused on the finishing
stage of production, with the farmer (“grower”) entering into an agreement with a meat packing
or processing firm (“integrator”). Production contracts are also used in the hog sector to raise
immature animals between two independent animal feeding operations (USDA/ERS, 1996¢).

Because of the frequency of production contract use and the increased probability of
animal ownership by processors in the poultry and hog sectors, EPA concludes that processors
within these industries may be subject to the proposed CAFO regulations as co-permittees (as
described in Section 2.4), and therefore assumes this for the purpose of thisanalysis. Thisis
because, under a production contract, many farm management decisions may remain with the
processor, who controls the level of production and the types of production practices used by the
contract grower. In many cases, the processor also retains ownership of the animals. The nature
of thisrelationship is believed to trigger the co-permittee requirements due to “ substantial
operationa control.” (Additiona information on EPA’s proposed co-permitting requirements are
provided in Section VI of the preamble to the proposed CAFO regulations.).

By contrast, production contracts account for only a small share of beef and milk
production (USDA/ERS, 1999a and 1996c; Heffernan, et al., 1999). Contractual agreementsin
these sectors are typified by marketing contracts (Table 2-8). Animal ownership on beef and dairy
farmsis mostly by the farm operator (Table 2-9). Accordingly, EPA concludes that processors
within the beef and dairy industries would not be subject to the proposed CAFO regulations as
CO-permittees.

The magjority of cattle and calves are sold through private arrangements and spot market
agreements (USDA/GIPSA, 1997). Production contracting is not common in the beef sector. As
shown in Table 2-8, less than two percent of all beef operations produced under contract in 1993,
accounting for 23 percent of the value of all beef produced (USDA/ERS, 1996¢). Most beef
sector contracts are marketing-based, in which operations agree to sell packers a certain amount
of cattle on a predetermined schedule. As shown by 1997 USDA data of animal ownership,
production contracting accounts for arelatively small share (5 percent) of beef production
(USDA/ERS, 19994). See Table 2-9. Inrecent years, however, the relationship between cattle
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producers and processors has become more interconnected, either through contractual
arrangements or through actual ownership (integration) by processors, particularly for some
phases of production (Bastian, et a., 1994).

Milk and dairy food production has become increasingly specialized, but has not
experienced vertical integration in the same way as other livestock industries. Most farm milk is
produced by independent, privately owned facilities (Manchester and Blaney, 1997). Production
contracting is uncommon in milk production (USDA/ERS, 1996¢). In part, thisis attributable to
the large role of farmer-owned, farmer-controlled dairy cooperatives, which handle about 80
percent of the milk delivered to plants and dealers. Milk is generally produced under marketing-
type contracts through verbal agreement with their buyer or cooperative. About a quarter of all
dairy farms were involved in contracting arrangements in 1993, accounting for 43 percent of al
milk produced (USDA/ERS, 1996¢). Datafrom USDA further indicate that little more than one
percent of milk was produced under a production contract in 1997 (USDA/ERS, 1999a). See
Table 2-9.

Production contracts are used in the beef and dairy industries to establish a contractual
relationship to specialize in one stage of livestock production (USDA/ERS, 1996¢). However,
this constitutes a small share of overal production in these sectors, as discussed above (also see
Table 2-9). Production contracts are used in these industries for custom feeding, cattle
backgrounding, and heifer replacement. For example, a beef feedlot operation may agree to fatten
or “finish” cattle not owned by the operation for afee, based on weight gain prior to slaughter;
these custom feeding operations provide finish feeding under contract. Backgrounding or stocker
operations raise cattle under contract from the time the calves are weaned until they are on a
finishing ration in afeedlot. This arrangement allows operators to increase business volume with
limited facilities through specidization. In the dairy sector, farms may use production contracts
with other operators to produce a stream of replacement heifers (USDA/ERS, 1996¢). Additional
information is provided in Section 8 of this report.

Among non-family farms, production contracts account for arelatively larger proportion
of total production in the beef and dairy sectors. See Table 2-9. USDA data on animal
ownership for 1997 indicate that 26 percent of total cattle and calf production and 34 percent of
heifer and heifer calf production by non-family farms is not owed by the farmer (USDA/ERS,
1999a). Despite the limited use of contracts for the finishing and raising phase of production,
EPA expects that no businesses, other than the CAFO where the animals are raised, will be
subject to the proposed co-permitting requirements in the beef and dairy sectors.
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24 CHARACTERISTICSOF PROCESSING FIRMSTHAT MAY BE AFFECTED
BY THE PROPOSED CAFO REGULATIONS

EPA expects that the proposed CAFO regulations will mainly affect livestock and poultry
operations that confine animals. In addition to CAFOs, however, the proposed regulation may
also affect businesses that contract out the raising or finishing production phase to a CAFO under
the proposed co-permitting requirements. These proposed co-permitting requirements are
described in Section 3; more detailed information is provided in Section VI of the preamble. The
proposed co-permitting requirements could affect meat packing plants and poultry slaughtering
facilities that exercise “ substantial operationa control” over a CAFO. This section provides an
overview of the livestock and poultry processing sectors, focusing on processing firms that enter
into contract with CAFOs and are likely to be affected by the proposed rule.

Section 2.4.1 builds on the farmer-processor discussion in Section 2.3 by identifying the
types and number of livestock and poultry processing firms that may be affected by the proposed
CAFO regulations. This section first identifies all livestock and poultry processors, then estimates
which ones are likely to contract out to CAFOs and thus potentially be affected operations. A
summary of available financial data and information on the livestock and poultry processing
sectorsis provided in Section 2.4.2. (An overview of the supply and demand conditions for
livestock and poultry productsis provided in Section 2.5, expressed in terms of farm level
production.)

2.4.1 Ildentification and Number of Potential Co-Per mittees

There are three steps involved in determining the number of processing firms that may be
affected by the proposed co-permittee requirements. First, EPA identified all livestock and
poultry processors, using data from the Department of Commerce. Second, EPA examined the
potential for “substantial operationa control” between CAFOs and processing firms within
different livestock and poultry sectors. Third, once a sector was identified as having the potential
for “substantial operational control,” EPA identified the number of facilities that are likely to be
affected by the proposed co-permitting requirements, using available industry information. These
steps are described in the following sections.

2.4.1.1 All Livestock and Poultry Processors

The food processing sectors supporting the animal production sectors that are the focus of
the proposed CAFO regulations encompass a broad group of businesses that process red meat,
milk and dairy products, and poultry products. These processors can be further subdivided into
meat packers and slaughterers, processors, further processors, and renderers. By NAICS code,
these operations include:
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# Animal (except poultry) slaughtering, NAICS 311611 (SIC 2011, meat packing
plants).*

# Meat processed from carcases, NAICS 311612 (SIC 2013, sausages and other
prepared meats).

# Poultry processing, NAICS 311615 (SIC 2015, poultry slaughtering and
processing).

# Liquid, dried, and frozen eggs, NAICS 311999(G) (SIC 2015, poultry daughtering
and processing).

# Fluid milk manufacturing, NAICS 311511, (SIC 2026, fluid milk manufacturing).
# Creamery butter, NAICS 311512 (SIC 2021, creamery buitter).
# Cheese manufacturing, NAICS 311513 (SIC 2022, cheese manufacturing).

# Dry, condensed and evaporated dairy manufacturing, NAICS 311514 (SIC 2023,
processed milk products).

# Ice cream and frozen dessert manufacturing, NAICS 31152 (SIC 2024, ice cream
and frozen desserts).

# Rendering and meat by-product processing, NAICS 311613 (SIC 2077, animal
and marine fats and ails).

The U.S. Department of Commerce’s 1997 Census of Manufactures reports that there
were atotal of 1,393 meat packing establishments (NAICS 311611) and 1,297 red meat
processing facilities (NAICS 311612) in the United States (USDC, 1999a). Another 474
establishments were involved in poultry slaughter and processing (NAICS 311615), aswell as 84
establishments engaged in poultry and egg processing (NAICS 311999(G)) (USDC, 1999a).
There were also 240 rendering plants (NAICS 311613) in 1997 (USDC, 1999a).

Table 2-10 presents the key NAICS product class codes for the broader group of
establishmentsiinitially considered likely to be affected by the proposed CAFO regulations.
Detailed data are not disclosed for pork processors. More information on the market and
financial characteristics of these industry sectorsis described in more detail in Section 2.4.2.

2Covers the slaughter of cattle, calves, steer, heifers, pork, sheep, and lamb.
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Table 2-10. Processing Industry Statistics by Primary Product Class and Sector, 1997

Total
NAICS Industry or Product | All | Al value | Costof | Valueof |
Class Code and Primary Class | Est. | Emplo Added Materials | Shipments Expend
y ‘ POY- 1 sMM) | @sMM) | sMMm) pend.
(SMM)
Beef
311611(1),
Fresh and frozen beef, not 228 71,070 $4,174.3 $29,220.9 $33,347.7 $0.3
canned or made into sausage ¥
Dairy
311511, Fluid milk 612 58,217 $6,311.3 $15,887.8 $22,212.1 $428.3
311512, Creamery butter 34 1,827 $241.9 $1,133.9 $1,367.5 $8.5
311513, Cheese 524 36,918 $4,411.7 $15,918.2 $20,326.3 $485.9
311514, Dry, condensed, & evap.
dairy product 213 15,325 $4,015.9 $4,991.4 $9,021.6 $261.7
311520,
lce cream & frozen dessert 451 19,818 $2,533.4 $3,312.8 $5,863.5 $159.4
Hog
311611(A),
Fresh and frozen pork 83 d d d d d
311611(G),
Pork, processed or cured ¥ = d d d d d
311612(1),
Pork, processed o cured ¥ 143 21,501 $1,838.6 $3,778.1 $5,635.5 $177.3
Poultry
311615(1), Y oung chickens 212 | 137,674 $6,228.8 $11,150.0 $17,347.8 $310.8
311615(4), Hens and-or fowl 15 3,527 $130.4 $179.7 $309.2 $11.2
311615(7), Turkeys 39| 27339 | $1,756.0 | $2,501.1 | $4.2522 $102.9
311999(G),
Liquid, dried, and frozen eggs ™ 44 4,651 $433.3 $991.5 $1,426.2 $30.6

Source: USDC, 1999a. d = data not disclosed.
¥Made from animals slaughtered at this plant.
Y| dentified as further processors and excluded from processor impact analysis.
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2.4.1.2 Sectors with Potential for “ Substantial Operational Control”

Not al of the livestock and poultry processors identified in Section 2.4.1.1 are expected to
be subject to the proposed CAFO regulations as co-permittees. However, there are no publicly
available data on the number of farms or processing firms that enter into a production contract
arrangement. Market information is not available on the number and location of firms that
contract out the raising of animals to CAFOs and the number and location of contract growers,
and the share of production, that raise animals under a production contract. EPA also does not
have data on the exact terms of the contractual agreements between processors and CAFOs to
assess when a processor would be subject to the proposed co-permitting requirements, nor does
EPA have financial datafor processing firms or contract growers that utilize production contracts.
Thisis proprietary business information.

To estimate the number of potentially affected operations, EPA uses readily available
published data from USDA and the Department of Commerce. To distinguish potentially affected
operations, EPA examined all types of commodity processors and facility typesin order to
methodologically eliminate those groups of processors that are unlikely to be affected by the
proposed regulations. To do this, EPA examined the potential for “substantial operational
control” between CAFOs and processing firms at the sector level based on the type of contractual
agreements used in that industry.

EPA expects that the proposed co-permitting requirements under the proposed CAFO
regulations will affect processing firms that have substantial operational control of a CAFO.
Generaly, substantial operational control isfound under a Situation of vertical integration (where
the packer owns the CAFO) or vertical coordination (where production is controlled under a
production contract). Vertically integrated companies are not expected to be required to obtain a
co-permit, since the firm would be required to obtain only a single permit as owner of the CAFO.
Companies that contract out to CAFOs may be required to obtain a co-permit under some types
of contracting agreements.

As described in Section 2.3, under a production contract, most farm management
decisions are dictated by the contractor (processing firm) who controls the level of production
and the types of production practices used by the contract grower (farmer). In many cases, the
processor also retains ownership of the animals. In circumstances where production contracts are
widely used between CAFO and processor, EPA expects that the processor may be subject to co-
permitting requirements because of operationa control and/or ownership by the processor. Thus,
apermit would be issued at a CAFO and another would be issued at the affiliated processing firm
that controls production at the CAFO. As noted previously, marketing contracts are unlikely to
allow the processor to exercise operational control over a CAFO and are thus not considered
likely to trigger the co-permit requirements under the proposed CAFO regulations.

Only the pork and poultry sectors are identified as sectors where use of production
contracts is common. Production contracting is uncommon in the beef and dairy sectors; also,
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most beef and dairy operations own their own animals (USDA/NASS, 1999a; USDA/ERS,
1996¢), as discussed in Section 2.3. EPA believes that this supports its conclusions that
processors in the beef and dairy sectors are unlikely to be affected by the proposed co-permitting
requirements. These same data show that the vast mgjority of poultry operations and a sizeable
portion of pork production operations are under production contracts. Based on this information,
EPA concludes that only pork and poultry processors would be potentially affected by the
proposed CAFO regulations as possible co-permittees. This narrows the scope of potentialy
affected facilities identified by EPA to these two sectors.

To further narrow the scope, EPA eliminates broad groups of processors as potential co-
permittees, including most food processing firms, such as further processors, food manufacturers,
and renderers. These operations are not expected to be affected by the co-permitting
requirements because these operations are further up the marketing chain and do not likely
contract with CAFOsto raise animals. In general, these types of establishments do not directly
purchase product from or have direct relations with CAFOs but rather obtain products from other
processors. Since EPA believes that these establishments do not generally establish contractual
relationships with CAFOs, these facilities are excluded from the count of potentially affected
processors. For similar reasons EPA also excludes in its count of potential co-permittees any
establishments whose primary classification indicates wholesale or retail trade (egg processors,
e.g., egg graders and packers, are classified under wholesale trade). Given the types of contract
arrangements that are common in the hog and poultry industries, EPA expects that only packers
and dlaughterers in these industries will be subject to the proposed co-permitting requirements.

2.4.1.3 | dentification of Potential Co-Permittees based on Facility Type and Size

As discussed in the preceding section, EPA expects that the proposed co-permitting
requirements will primarily affect meat packers and poultry slaughters/processors in the pork and
poultry sectors only. This narrows the number of potential co-permittees to two NAICS industry
classifications for “animal (except poultry) slaughtering” (NAICS 311611) and “poultry
processing” (NAICS 311615).

To further eliminate broad categories of processors, EPA identifies the number of
potential co-permittees among pork and poultry processors based on available information about
facility type and operation size.

The meat packing industry is composed of daughterhouses (where livestock are
daughtered and further processed) and specialized meat processors (who do not slaughter but
instead manufacture sausage, luncheon meats, and other prepared products) (Kohls and Uhl,
1998). In 1997, there were 1,308 meat packing companies (NAICS 311611) in the United States
(USDC, 1999a). These companies cover all meat product types, including cattle, calves, steer
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and heifers, pork, and sheep and lambs. These 1,308 meat packing companies comprise 1,393
establishments.®

Although 1,393 meat packing establishments are identified, far fewer of these are
considered likely to be affected by the proposed regulations. First, amaority of meat processors
were excluded because of facility size considerations. Hayenga et a. (1996) indicates that
production contracts in the hog sector are generally associated with the largest processors and
producers. Hayenga's study focused on the largest packers, feed companies, and hog
producers/contractors, “which both embody and transmit the driving forces toward change in
pork sector coordination and organization linkages’ (Hayenga et a. (1996)). Accordingly, EPA
believes that only the largest firms are likely to have the capacity to process larger volumes of raw
farm product that are generated at CAFOs with more than 300 or 500 AU; also, only the largest
firms are likely to have the necessary resources and organizational structure that would allow
them to fully realize the benefits of production contracting. By contrast, smaller-sized processors
are unlikely to contract out to larger CAFOs or be able to handle the production volumes
generated at aregulated CAFO.

The 1997 Economic Census (USDC, 1999a) provides asmple way of identifying the
larger processors through their product class breakdowns, which identify numbers of
establishments by product class specidization (e.g., NAICS 311611A, Fresh and frozen pork, not
canned or made into sausage, made from animals slaughtered at this plant). Product class
specialization is determined on the basis of a detailed survey. USDC provides detailed surveys
only to a select group of mostly larger firmsin the manufacturing industry. Included in this group
are large- and medium-sized establishments that are surveyed in the Annua Survey of
Manufactures (ASM). Historical information is used for product classifications for about 30
percent of additional large and medium non-ASM establishments, and about 15 percent of smaller
establishments with more than 20 employees are provided a short survey form, which includes
product information. Those not receiving surveys are not broken out by product class but are
included in the overall count of 1,393 establishments, with some additional information on
employment and value of shipments obtained by USDC through administrative records. The
establishments not sent surveys are those with fewer than 20 employees. EPA believes, as
discussed above, that these small-sized processors are unlikely to enter into production contracts
with CAFOs and thus assumes they are not directly affected by the proposed CAFO regulations.

Among meat packing firms (NAICS 311611), 437 establishments provided information on
product class (USDC, 1999a). Among these 437 establishments, however, only 94 were

BEor the purpose of this analysis, EPA assumes that one establishment identified as a possible co-
permittee equals one affected entity, since data to determine which processors are most likely to have production
contracts are only available at the establishment level. Although firms may own multiple establishments, these
establishments generally are sited in different geographic locations and would be associated with different CAFOs.
Thus each establishment with production contracts could be required to abtain a co-permit. The number of
establishments, therefore, is a reasonable estimate of the number of co-permits.
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identified as pork processors (USDC, 1999a)." Of these, Department of Commerce’'s 1997
product class specialization identifies 83 establishments that process fresh and frozen pork and 11
establishments that process or cure pork. These data generally account for larger processing
facilities that have more than 20 employees. EPA believes that processing firms that may be
affected by the proposed co-permitting requirements will mostly be larger facilities that have the
administrative and production capacity to take advantage of various contract mechanisms. This
estimate does not include other processors under NAICS 311611, including sausage makers and
facilities that “further process’ hog hides and other by-products because these operations are
considered to be further up the marketing chain and likely do not contract out to CAFOs.

Thus, of the 437 meat processors, EPA considers that 94 pork processors are potentially
subject to the proposed co-permitting requirements. Not all of these firms are expected to engage
in production contracting. Survey data from Hayenga et al. (1996) indicate that only 5 of 19
(about a quarter) of the largest pork packers used production contracts or produced hogs
themselvesin 1995. Assuming only a quarter of the 94 pork processors have contracts, only
about 25 pork processors might be subject to co-permitting requirements. However, the use of
production contracts is increasing rapidly in the hog sector; at the same time, there is ongoing
consolidation and plant closures are occurring. As a conservative measure, EPA assumes that all
the 94 identified pork processors may be potential co-permittees. This estimateis likely an
overestimate of the number of potential co-permittees since the top six processing firms account
for 75 percent of all pork production (as cited in Heffernan, et al., 1999).

The Department of Commerce reports that there were atotal of 558 poultry and egg
daughtering and processing facilitiesin 1997. Among poultry processors (NAICS 311615), EPA
identified 259 firms with 474 establishments in the poultry processing industry using the 1997
Economic Census, consisting of 212 establishments that process young chickens, 15 that process
hens or fowl, and 39 that process turkeys, for atotal of 266 chicken and turkey establishments
(USDC, 19999). EPA’s estimate excludes 44 reported egg processing facilities (NAICS 311999)
since these are considered to be further up the marketing chain and likely do not contract out to
CAFOs (see Table 2-10)."* Because production contracts are so widespread in the poultry
industry, EPA assumes that about 270 poultry processors identified in this manner might be
subject to co-permitting requirements. This estimate is likely an overestimate of the number of
potential co-permittees. Heffernan et a. (1999) note that 95 percent of all broilers are produced
under production contracts with fewer than 40 firms. As discussed previously, these data
generally account for larger-sized processing facilities with more than 20 employees to account
for the expectation that processing firms that may be affected by the proposed co-permitting
requirements have adequate administrative and production capacity to contract out to CAFOs.

1EPA did not include beef and veal processors, since these processors are considered unlikely to have
production contracts, as discussed in Section 2.3. Other meat packers that slaughter other animals (lamb, sheep,
etc.) under this NAICS code were a so not included.

®*EpPA did not include establishments that process other poultry (such as ducks and small game).
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2.4.2 Financial Characteristics of the Livestock and Poultry Processing Sector

The meat and poultry processing industries are characterized by the dominance of afew,
very large firms, many with worldwide influence. For example, Smithfield Foods, Inc., isthe
world's largest pork processor, with record sales of $3.9 billion in 1997 (Hoovers, 1998).
Farmland Foods, Inc., aso one of the top four pork processors, is expanding its global market in
South Korea, Japan, and Mexico. Tyson Foods, Inc., isthe world’ s largest poultry producer,
with revenues of $4.7 billion in 1997 (Hoovers, 1998).

In 1997, the top ten meat and poultry processors had combined sales of $59.0 hillion
compared to atotal value of shipments of $86.2 hillion for the meat processing and poultry
dlaughtering sectors (NAICS 311611 and 311615) (IBP, Inc., 1997; USDC, 1999a), or nearly 70
percent of the market. Employment by these top 10 processors totals approximately 220,000
workers compared to total industry employment of 366,885 (IBP, Inc., 1997; USDC, 1999a).
The top 10 poultry processors controlled over 60 percent of the broiler market in 1997
(Thornton, 1999); an estimated 95 percent of all contract broiler production was controlled by
fewer than 40 firms (Heffernan, et al., 1999). In 1998, the top four broiler processors (Tyson,
Gold Kist, Perdue, and Pilgrim’s Pride) comprise almost 50 percent of total production®
(Heffernan, et al., 1999; IBP, Inc., 1999). The four largest turkey processors (Jennie-O,
Butterball, Wampler, and Cargill) controlled more than 40 percent of the market!’ (Heffernan, et
al., 1999; Heffernan, 1999). In 1998, the top four pork meat packers (Smithfield, IBP, Inc.,
ConAgra, Cargill) controlled nearly 60 percent of all hog production®® (Heffernan, et al., 1999;
USDA/GIPSA, 1998). Daily hog slaughter capacity of the top 10 pork packersis 83 percent of
the industry (NPPC, 1998).

Geographica distribution of processing plants mirrors distribution of farms. The top 10
pork packing companiesin 1997, ranked by estimated daily slaughter capacity, operated 30
plants. Almost 40 percent of these plants were located in lowa, with another 10 percent in North
Carolina, 10 percent in Nebraska, and 10 percent in Illinois (NPPC, 1998). The country’s largest
sow farms are clustered in the Corn Belt region and in North Carolina (Freese, 1997). Broiler
processing plant distribution among the top 10 broiler processors is most dense in the
southeastern states of Georgia and Arkansas (Thornton, 1999). As discussed later in Section 6,
Georgia and Arkansas were the largest broiler producing states in 1997. Plant distribution among
the top 10 turkey processors is greatest in Minnesota (24 percent), North Carolina (18 percent),

16Commonly measured by the “four-firm concentration ratio” or CR4. For broilers, the CR4 was 49
percent in 1998; the CR6 was 58 percent (Feedstuffs, as referenced in Heffernan, et a., 1999).

YEor turkeys, the CR4 was 42 percent in 1998 (Turkey World, as referenced in Heffernan, et al., 1999).

Beor hog meat packer, the CR4 was 57 percent in 1998 (National Hog Farmer, as referenced in
Heffernan, et al., 1999). The CR6 was 75 percent (NY Times, as referenced in Heffernan, et al., 1999).
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and Virginia (12 percent) which corresponds to higher turkey farm distribution in these states (see
Section 6).

The financia health of red meat processors relies to a great extent on foreign and domestic
demand, as well as various production factors (USDC, 1999b). Generally, product shipments of
red meat and poultry products have risen in recent years. Product shipments of beef and pork
processors increased 3.4 percent between 1997 and 1998, despite a decrease in beef production
between 1997 and 1998 (USDC, 1999b). Product shipments of poultry products were expected
to increase by 3 percent in 1998; net returns were also expected to increase among poultry
producers as lower feed costs offset low prices caused by increased broiler supply in 1998
(USDC, 1999b). However, the costs of assembling large quantities of raw farm products and
transporting final products long distances to consumers tend to be high and may not be offset by
operating efficiency gains of large, central processing facilities (Kohls and Uhl, 1998).

EPA uses available company level datafor certain publicly owned daughterers and
processors to characterize the financia conditions in these industries. The results of some of this
research, Preliminary Profile of Poultry, Hog, Beef and Dairy Processors and Integrators, is
contained in the record (ERG, 1999c—see, DCN 70232). The majority of these companies are
privately owned and financial information is not readily available. To the extent that data are
available, EPA evauates the general financia health of the processing sectors using data from the
Security and Exchange Commission (SEC) (ERG, 2000e) and information on publicly held firms
reported by Robert Morris Associates (RMA, 1996, 1997, and 1998) and Dun & Bradstreet (Dun
& Bradstreet, 1996, 1997, and 1998).

For this brief summary, EPA examines three financial variables, where available. These
include pre-tax net return on assets (ROA), interest coverage ratios (ICR), and debt-to-asset
ratios. The pre-tax net return on assets among these firms is a measure of financial health that
indicates profitability and whether the “investment” in terms of the firms' assetsis providing an
adequate return on that investment, or whether investment elsewhere would be more profitable.
EPA has utilized ROA to assess the financia health of manufacturing firmsin the Pulp, Paper and
Paperboard (USEPA, 1993), Pharmaceutical Manufacturing (USEPA, 1995a), Metal Products
and Machinery (USEPA, 1995d), and the Pesticide Formulating, Packaging and Repackaging
(USEPA, 1996) industries.

The interest coverage ratio, which measure earnings before interest and taxes divided by
interest (also referred to as EBIT/Interest), indicates the ability of afirm to take on additional
debt. EPA has previoudy used ICRs, in conjunction with ROAS, to assess the financia health of
firms in the Pharmaceutical Manufacturing (USEPA, 1995a) and Metal Products and Machinery
(USEPA, 1995d) industries.’® Generally, ICRs over 3 indicate the ability of afirm to take on

911 addition, EPA used the closely-related times-interest-earned ratio (TIE) for the Pulp and Paper
(USEPA, 1993) and Transportation Equipment Cleaning (USEPA 1998) industries. TIE is defined as the sum of
EBIT and depreciation divided by interest payments. The terms ICR and TIE are sometimes used interchangeably.
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additional debt (Van Horne, 1986). ICR is also sometimes compared to alowest quartile ICR
based on public data such as that published by RMA to determine vulnerability (USEPA, 1995a
and 1995d).

Debt-to-asset ratios also measure afirm’s ability to take on additional debt. EPA has used
the debt-to-asset ratio to assess the financial health of firmsin the Pulp, Paper and Paperboard
(USEPA, 1993) industry, although no benchmark was developed for that analysis.

Well-defined benchmarks for financial ratios do not, in general, exist for use in analyzing
the financia health of afirm. Instead analysts compare ratios over time and between firms to
assess financia health (Brigham and Gapenski, 1997). For this analysis—as in analyses conducted
for previous effluent guidelines—EPA uses the value of ROA for the lowest quartile of firms (as
published by RMA) as a benchmark for competitive financial performance (USEPA, 19954,
1995d, 1996). For debt-to-asset ratios, EPA uses a benchmark of 0.40 to indicate vulnerability
among U.S. farms, as developed by USDA (USDA/ERS, 1997e; Sommer et al., 1998). This
benchmark is similar to the average debt-to-asset ratio for all manufacturing firms, reported by
Brigham and Gapenski (1997).

To evaluate the financia health of processing firms, EPA uses SEC 10K filings for 10
firms that operate in the pork and/or poultry processing industries (ERG, 2000e). Table 2-11
presents summary data derived from balance sheets and income statements for these 10 firms,
averaging each firm’'s data over the years 1996, 1997, and 1998. These average data are then
used to develop ranges and medians across all the firmsin the data set.®® Of the 10 pork and
poultry processing firms EPA investigated, 9 firms show an average positive net income before
taxes during this period. The median net income for this group was $30.1 million. Assets ranged
from $182.3 million to $11.3 billion with a median of $831.4 million. Liabilities ranged from
$178.5 million to $11.4 billion with amedian of $775.6 million. Estimated ROA among these
firms, shown in Table 2-11, indicates that 60 percent of the firms listed generated returns that
exceeded 4 percent; the median was 5.7 percent. The debt-to-asset ratios among these firms
ranged from 0.52 to 0.78, with amedian of 0.64, which is greater than the average debt-to-asset
ratio for manufacturing firms as a whole (ERG, 2000e). Of the 10 firms investigated, seven had
ICRs that could be used informatively, and of these, al but two had an ICR greater than 3. These
latter two firms, however, had ICRs near 3 (2.37 and 2.58).

Thus, despite the fairly high debt-to-asset ratio, the ICR indicator suggests that debt levels
among these firms might not be so high as to prohibit additional debt acquisition. The sheer size
of these firms, however, gives them the ability to absorb fairly large costs before any real effect on
their financial condition would be felt. For example, an additional debt of $5 million would be
only 0.7 percent of the $755 million debt at the median firm.

DGenerally, 1997 and 1998 were better years for these firms than 1996, in which 4 firms reported
negative pre-tax income.
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Table 2-11. Key Financial Characteristics of Selected Publicly Held Processing Firms (1996-1998)

NetIncome | oo assets | 1@ (yl(;rzrfie;tt?)x ICR Debt-to-
Firm (Post-tax) Liabilities Total Assets Asset Ratio
$1,000, average of 1996, 1997, and 1998 average of 1996, 1997, and 1998
Pork Only
One firm $38,074 $978,839 $675,169 5.9 6.6 0.69
Pork and Poultry
Low $109,397 $1,506,855 $706,499 7.1 3.81 0.47
High $472,367 $11,392,167 | $8,890,133 11.3 -4 0.78
Median $290,882 $6,449,511 | $4,798,316 9.2 3.81¢ 0.63
Poultry Only
Low ($20,741) $178,491 $134,429 -8.8 2.37 0.52
High $99,267 $1,732,533 | $3,021,333 9.7 8.14 0.68
Median $23,208 $473,277 $286,711 5.8 3.19 0.64
All Firms
Low ($20,741) $178,491 $111,128 -8.8 2.37 0.52
High $472,367 $11,392,167 | $8,890,133 11.3 8.14% 0.78
][\i/I ren(;lé;an (@l $30,086 $775,634 $531,045 5.7 4.24 0.64

Source: 1996, 1997, and 1998 SEC 10-K filings for the following firms: Cal Maine Foods, Inc., ConAgra, Inc.,
Hormel Foods Corp., Michael Foods, Inc., Pilgrims Pride Corp., Sanderson Farms, Inc., Seaboard Corp.,

Smithfield Foods, Inc., Tyson Foods, Inc., WLR Foods, Inc. See ERG, 2000e for excerpted filings.

¥Three firms reported negative interest payments averaged over the 3 year time frame, resulting in negative ICRs,
were not used in the ranges nor are they used to calculate medians, since these firms may still be able to take on

additional debt.
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Table 2-12. Published Industry Key Financial Characteristics

¢ cose Ml y—
L ower Median Upper
ICR (EBIT/Interest)
2011 - Meat packing 26 11 4.2 12.6
2015 - Poultry slaughtering and processing 13 1.2 3.6 10.0
ROA (% Profit Before Taxes/Total Assets)
2011 - Meat packing 28 0.8 7.8 17.3
2015 - Poultry slaughtering and processing 14 -1.1 105 12.0

Source: RMA, 1997.
#Within the $10-50MM asset group.

Table 2-12 presents information for 1997 on 28 firms in the red meat packing (hogs and
beef) industry and 14 firmsin the poultry industry. These published financia data are from Robert
Morris Associates (RMA) on pork and poultry processing firms (RMA, 1996, 1997, 1998). The
largest group of firms reported in the RMA data are those in the $10 million to $50 million asset
class, which represents firms that are smaller in size than those represented by the datain
Table 2-11. RMA reports pre-tax return on assets and I|CR, among other financia ratios, but
does not report the debt-to-asset ratio. As Table 2-12 shows, the median firm had an ICR above
3 and aROA of over 7 percent in 1997. Thisindicates substantially better financial performance
than the lowest quartile firms, which may be vulnerable financialy given considerably lower
estimates for these indicators compared to the median value.*

EPA aso reviewed available Dun & Bradstreet data for al red meat packers and poultry
dlaughterers (Dun & Bradstreet, 1996, 1997, and 1998). This source does not provide ICR or
debt-to-asset ratios, but does provide ROA in the form of post-tax returns. Among meat packing
firms, the median ROA was 6.0 percent for 142 meat packing establishmentsin 1996, 5.3 percent
for 83 meat packing establishmentsin 1997, and 5.1 percent for 59 establishmentsin 1998.
Among poultry processors, the median ROA was 2.2 percent for 55 poultry processing
establishments in 1996, 2.0 percent for 33 establishments in 1997, and 4.2 percent for 27
establishmentsin 1998 (Dun & Bradstreet, 1996, 1997, and 1998). Average asset levels across
1996-1998 for this group were $2.0 million for meat packers and $13.5 million for poultry
processors, which is generally smaller in size than the firms represented by both the SEC and the
RMA data.

ZIEPA also reviewed RMA data for 1996 and 1998 to seeif there were any major differences by year and
concluded that the 1997 data for meat processors was not substantially different from datain the other years. For
poultry processors, however, 1997 median ROA was somewhat higher than the medians for 1996 and 1998,
reported at 4.2 percent for 1996 and 7.3 percent for 1998, compared to 10.5 for 1997 (RMA, 1996, 1997, 1998).
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Based on these readily available data, EPA concludes that livestock and poultry processing
firms that could be affected by the proposed co-permitting requirements, particularly the larger
firms, are generally not financially vulnerable, showing some ability to take on additional debt and
showing reasonable returns on investment.

25 OTHER MARKET CHARACTERISTICSOF THE LIVESTOCK AND
POULTRY INDUSTRIES

The following sections discuss annual farm recel pts and manufacturing value of shipments
(Section 2.5.1), supply and demand conditions (Section 2.5.2), and employment (Section 2.5.3) in
the livestock and poultry industries. Other market characteristics are discussed in more detail in
the individual sector sections of this report (Sections 6, 7, and 8).

251 Annual Marketing Receipts

USDA estimates that total economic output from the farm and processing sectors was
$231 billion in 1997 and accounted for nearly 3 percent of gross domestic product (estimated at
$8.7 trillion during that year) (Council of Economic Advisors, 2000). Table 2-13 summarizes
these data.

25.1.1 Total Farm Receipts from Marketings

The 1997 Census of Agriculture reports that farm revenue across each of the regulated
sectors totaled $95.6 billion in 1997 (Table 2-13). This represents nearly one-half of total farm
marketing across all the livestock and crop sectors, estimated at $196.9 billion in 1997
(USDA/NASS, 1999a). Farm revenues from cattle farming make up the largest portion of total
U.S. farm receipts. 1n 1997, revenues from farm cattle sales totaled $40.5 billion and accounted
for amost one-half of the total value of U.S. livestock and poultry farming. Of this, fed cattle
operations accounted for $20.4 billion (USDA/NASS, 19994). Farm milk sales totaled $19.0
billion in 1997 (USDA/NASS, 1999a). The poultry industry had combined revenues of $22.3
billion in 1997, up nearly 50 percent compared to 1992 (USDA/NASS, 1999a). The bulk of
poultry revenues is attributable to broiler sales (estimated at $14.2 billion in 1997); eggs and
turkeys accounted for $8.1 billion. EPA estimates these shares based on reported state level
revenues for the three main poultry sectors (USDA/ERS, 1996b). Hog farm revenues also rose
from 1992 levels, reaching $13.8 billion in 1997 (USDA/NASS, 1999a).



2.5.1.2 Total Manufacturing Value of Shipments

The 1997 Census of Manufactures reports that the value of shipments across each of the
manufacturing businesses in the livestock and poultry industries totaled $159.5 billion in 1997
(Table 2-13). Total receipts across each of the livestock and poultry industries examined totaled
$147.9 billion in 1992. Table 2-13 also shows estimated total sales of livestock and poultry
products in the U.S. economy, estimated at more than $230 billion in 1997. EPA calculates this
total using farm-to-retail price spreads reported by USDA in its monthly Agricultural Outlook
reports (USDA/ERS, 2000f), adjusted by farm level revenues reported by USDA (USDA/NASS,
1999a).

Table 2-13. Farm Receipts and Manufacturing Value of Shipments (1992 and 1997)

Farm Processing Total
Sector 1992 1997 1992 1997 1997
($million) ($million) ($ million) ($million) ($billion)
Beef $41,700 $40,500
$44,500 $50,300 $82.7
Fed Cattle $21,100 $20,400
Dairy $17,800 $19,000 $53,800 $48,300 $58.8
Hogs $10,000 $13,800 $25,900 $29,200 $35.4
Poultry $15,400 $22,300
Layers $3300 $4.800 $23,800 $31,700 $54.0
Broilers $9,800 $14,200
Turkeys $2,300 $3,300
Total $84,900 $95,600 $147,900 $159,500 $230.9

Source: Farm revenues for beef, fed cattle, dairy, hogs, and all poultry are from the 1997 Census (USDA/NASS,
1999a). Sharesfor each of the three poultry sectors are estimated from shares reported for states (USDA/ERS,
1996¢). Manufacturing shipment values are from USDC, 1999a. Total is estimated to avoid possible double
counting from vertically integrated facilities. “Total” is calculated using farm-to-retail price spreads reported by
USDA (USDA/ERS, 2000f), adjusted by farm level revenues reported by USDA (USDA/NASS, 19993).

2.5.2 Supply and Demand Conditionsfor Livestock and Poultry Products

Livestock and poultry operations are part of a production chain that includes suppliers,
meat packing plants, food processors, cooperatives, and retailers. These operations provide the
raw materials to slaughterers, packers, and processors in the form of live animals, raw milk, and
eggs. These raw materials are converted into cuts of meat and various processed foods, milk, and
dairy products, which are eventually sold to consumers at retail establishments.
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This section includes a summary of recent trends in domestic supply and demand and net
trade in the U.S. livestock and poultry sectors. Selected years that approximate Census of
Agriculture years are shown. For this discussion, production and utilization (demand and traded
volumes) are expressed in terms of farm level production equivalents (i.e., animal carcass weight,
milk equivalents, number of eggs). These data are summarized in Tables 2-14, 2-15, and 2-16.

2.5.2.1 Farm Production

Production of red meat, milk, and poultry products increased over the period from 1970
to 1997. Table 2-14 shows these trends for selected years. The largest gains were in poultry
meat production: both turkey and broiler production more than tripled from 1970 to 1997
(Putnam and Allshouse, 1999). Egg production rose by more than 10 percent over this period.
Pork and beef production has increased nearly 20 percent since 1970. Milk production rose more
than 30 percent from 1970 to 1997.

Table 2-14. Total Livestock and Poultry Production, Selected Years (1970-1997)

Beef Pork Chicken Turkey Eggs Milk
vear (billion pounds carcass weight) (billion dozen) (billion Ibs)
1970 217 14.7 8.5 17 5.7 117.0
1974 231 14.3 8.7 19 55 115.6
1978 24.2 134 10.4 2.0 5.6 1215
1982 22.5 14.2 12.6 25 5.8 1355
1987 23.6 14.4 16.0 3.7 5.9 142.7
1992 231 17.2 214 4.8 5.9 150.9
1997 255 17.3 27.6 54 6.4 156.1

% 70-97 18% 18% 225% 218% 12% 33%

Source: Putnam and Allshouse (1999).

2.5.2.2 Domestic Demand

Americans are among the highest per capita consumers of poultry, meat, and dairy
productsin the world. Since the 1980s, per capita U.S. demand for poultry meat, in particular,
increased dramatically, outpacing the rate of population growth. As shown in Table 2-15,
domestic demand for poultry meat has more than doubled: demand for chicken meat rose from 40
pounds per person in 1970 to more than 80 pounds per person in 1997 and turkey demand rose
from 8 pounds per person in 1970 to nearly 18 pounds per person in 1997 (Putnam and
Allshouse, 1999). Per capita egg demand dropped over the period from more than 300 eggs to
about 240 eggs per person per year. Per capitared meat demand also dropped from 1970 to
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1997: beef demand declined from 114 pounds per person to 96 pounds per person and pork
demand dropped from 72 pounds to 63 pounds per person (Putnam and Allshouse, 1999). Per
capita demand for fluid milk and dairy products, however, rose from an aggregate of 531 pounds

per person in 1970 to 569 pounds per person in 1997 (NMPF, 1999).

Table 2-15. Per Capita Demand for Livestock and Poultry Products, Selected Years (1970-1997)

Beef Veal Pork Chicken Turkey Eggs Milk

vear (Ibs./person) (doz./person) (Ibs,
ME/person)
1970 1141 3.0 721 40.1 8.1 308.1 530.9
1974 1155 23 68.2 39.6 8.7 283.0 520.5
1978 117.7 29 60.2 44.8 8.7 2715 531.1
1982 103.9 20 62.6 515 10.6 264.1 519.4
1987 103.8 18 62.7 62.0 14.7 253.8 550.2
1992 94.7 12 67.8 76.9 17.9 235.0 569.6
1997 95.2 12 62.5 83.8 17.6 242.4 568.6
% 70-97 -17% -60% -13% 109% 117% -21% 7%

Source: Putnam and Allshouse (1999), except data on dairy utilization (demand and traded volumes), which are
expressed in terms of milk equivalent (ME), total solids basis (NMPF, 1999).

Table 2-16. Livestock and Poultry Product Trade, Selected Years (1970-1997)

Beef Pork Chicken Turkey Eggs Milk
vear Imports | Exports | Imports | Exports Exports Imports | Exports
(million Ibs.) (mill. doz.) (mill. Ibs., ME)
1970 1,792 101 491 194 183 43 45 3,165 884
1974 1,615 115 438 204 235 43 56 4,937 1,158
1978 2,297 214 495 421 505 57 121 3,902 760
1982 1,939 305 612 365 674 56 185 4,184 10,640
1987 2,269 656 1,195 236 920 37 136 4,206 5,597
1992 2,440 1,400 645 552 1,732 186 175 4,245 7,032
1997 2,343 2,136 633 1,044 5,048 598 220 4,383 5,244
% 70-97 31% 2015% 29% 438% 2658% 1291% 389% 38% 493%

Source: Putnam and Allshouse (1999), except data on dairy utilization (demand and traded volumes), which are
expressed in terms of milk equivalent (ME), total solids basis (NMPF, 1999). Annual poultry (chicken, turkey,
egg) imports are low and are not shown.
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2.5.2.3 Imports and Exports

Despite its position as one of the largest agricultural producers in the world, historically
the U.S. has not been a major player in world markets for red meat (beef and pork) or dairy
products. In fact, until recently, the U.S. was a net importer of these products (Putnam and
Allshouse, 1997 and 1999; USDA/WAOB, 1999 and 2000; NMPF, 1999). The presence of a
large domestic market for value-added meat and dairy products has limited U.S. reliance on
developing export markets for its products (NDB, 1995; USDA/ERS, various). In recent years,
however, slowing growth and/or saturation in domestic demand has forced U.S. industries to step
up efforts to export products abroad. Asthe U.S. has taken steps to expand export markets for
red meat and dairy products, one major obstacle has been that it remains arelatively high cost
producer of these products, particularly of milk and dairy products, as compared to other
established net exporters, such as New Zealand, Australia, and Latin America, as well as other
more established and government-subsidized exporting countries, including the European Union
and Canada (NDB, 1995; USITC, 1998a).

Increasingly, however, continued efficiency gains and low-cost feed is making the U.S.
more competitive in world markets for these products, particularly for red meat (lowa State
University, 1998; USDA/WAOB, 1999 and 2000). The U.S. is among the world’s lowest cost
producer of pork, but still ranks close to competitors Australia and Argentinain terms of cost of
production (lowa State University, 1998). The U.S. is currently the world’ s second largest beef
exporter, after Australia, and is among the world' s top producer of high grade beef
(USDA/WAOB, 1999 and 2000). While the proposed CAFO regulations may raise production
costs and potentially reduce production quantities that would otherwise be available for export,
EPA believes that any quantity and price changes resulting from the proposed requirements will
not significantly alter the competitiveness of U.S. export markets for red meat or dairy foods.

U.S. poultry products account for a controlling share of world trade and exports account
for asizable and growing share of annual U.S. production (Putnam and Allshouse, 1997 and
1999; USDA/WAORB, 1999 and 2000; USITC; 1998b). The U.S. isamong the world' s lowest
cost producer of poultry products due to higher feed efficiency and lower overall feed costs
(USITC, 1998b). Given the established presence of the U.S. in world poultry markets and the
relative strength in export demand for these products, EPA does not expect that the predicted
quantity and price changes resulting from today’ s proposed regulations will have a significant
impact on the competitiveness of U.S. poultry exports.

Table 2-16 shows recent trendsin U.S. livestock and poultry trade. As shown, U.S.
exports of meat and dairy products have grown dramaticaly. U.S. beef exports more than
doubled and pork exports have nearly doubled since the early 1990s (Putnam and Allshouse, 1997
and 999). Chicken and turkey exports aso rose sharply and nearly tripled over the period
(Putnam and Allshouse, 1997 and 1999). Historically, dairy product exports have been more
variable year-to-year; however, in recent years commercia exports have been steadily increasing,
while subsidized exports and foreign aid have dropped (NMPF, 1999).
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2.5.3 Industry Employment

Employment figures presented in this report include total farm labor (hired labor only and
total, which aso includes self-employed and family) and employment in the processing sector.
Where published data are not available, EPA estimates employment in terms of full-time
equivaents (FTEs) using available information from USDA survey data.

Combined, total employment within the farm and processing sectorsis estimated at 1.7
million in 1997 and accounted for more than one percent of national civilian employment
(estimated at 129.6 million employed during that year) (Council of Economic Advisors, 2000).
This estimate reflects total direct employment only, representing the number of jobs related to the
production and processing of these products. This estimate does not include indirect or induced
employment, or workers throughout the economy that provide additional support to the industry.
These data are summarized in Table 2-17.

Table 2-17. Livestock and Poultry Industry Employment by Industry Segment (1997)
Hired Total Total Farm Farm % Farm& Mfg
Animal Total Farm Labor as Processing and Agric. % Total
Commodity Labor & % Total ¥ Labor ¢ Processing Labor ¢ Labor ¢
Group
(FTES) (percent) (FTES) (percent)
Fed Cattle® 336,700 NA 145,617 482,317 10% 0.4%
Pork 195,900 8% 84,723 280,623 6% 0.2%
Dairy 483,800 17% 141,400 625,200 14% 0.5%
Poultry 71,800 39% 204,200 276,000 2% 0.2%
Total 1,088,200 NA 575,940 1,664,140 32% 1.3%

¥ Total farm employment is updated by EPA from 1990 estimates by Abel, Daft & Earley (1993) to account for
changes between 1990 and 1997 (Council of Economic Advisors, 2000). Estimates are allocated by sector based on
its share of annual farm revenue (USDA/NASS, 1999a) and exclude employment at cattle grazing operations.

® Hired labor is expressed as a percent of total estimated farm employment from labor estimates provided by

USDA from its Farm Labor Survey database (Milton, 1999 and 1998).

¢ Processing sector employment is from the 1997 Census of Manufactures (USDC, 1999a).
4 Shows total farm employment as a share of civilian (agricultural) employment and total farm and processing
level employment as a share of civilian (total) employment, seasonally adjusted annual averages (Council of

Economic Advisors, 2000).

2.5.3.1 Total Farm Employment

EPA estimates total farm sector employment by updating 1990 estimates developed by an
agricultural consultancy group, Abel, Daft & Earley (1993). The Abel, Daft & Earley study
estimated total farm sector employment by calculating FTEs based on labor hours worked

2-49



reported by USDA converted to person-year equivalents.?® EPA is unable to duplicate this
approach using more recent data because similar farm labor information is not regularly updated
by USDA. Instead, EPA adjusts these 1990 estimates to account for changes in agricultural
employment between 1990 and 1997. Thisis done by projecting USDA’s 1990 farm labor hours
based on changes in civilian employment reported by the Department of Labor (Council of
Economic Advisors, 2000).

EPA'’s calculated changes in agriculture sector FTES from 1990 to 1997 are allocated to
the livestock and poultry sectors using Able, Daft and Earley’ s assumption that one-half of total
farm level employment is in these sectors (with the remaining employed by the crop production
sectors). The additional FTEs are allocated across each of the livestock and poultry sectors based
on each sector’s share of annual livestock and poultry receipts (USDA/NASS, 1999a). In
addition, EPA adjusts the 1990 labor estimates for the beef sector to exclude farm employment by
rangeland operations, also based on the share of farm level salesin that subsector (USDA/NASS,
1999a).

The resulting farm labor estimates for 1997 are shown in Table 2-17. This table shows
that total farm level FTEsin the livestock and poultry sectors listed are estimated at about 1.1
million in 1997. Asashare of total agricultural employment, total farm employment by the
regulated sectors accounts for roughly 30 percent, excluding employment at cattle grazing
facilities. Across EPA’s estimate of 376,000 AFOs (see Table 2-3), this trandates to an average
of nearly 3 FTES per operation. Because farm labor is seasona and because independent owners
might work more than 40 hours per week, these figures may not represent the actual number of
individuals who work on farms.

This estimate of total farm employment includes operator |abor, unpaid family labor, and
hired labor. The bulk of farm employment consists of owner-operators and other family members.
USDA defines these as self-employed workers, including operators or partners who complete
unpaid agricultural work (including the contractee); and unpaid workers, including workers, other
than self-employed workers, who did at least 15 hours of unpaid agricultural work (e.g., family
members) (USDA/NASS, 1998c). Limited available information indicate that hired farm labor
accounts for roughly 40 percent of total farm employment in the poultry sectors but a small share
in the hog and dairy sectors. Hired labor numbers are not available for confinement beef
operations only. Hired workers may be full-time or part-time, and seasonal or year-round
employees.

22USDA-reported labor hours were converted to person-year equivalents by dividing by 2,080 (i.e., 52
forty-hour weeks). Data used for these estimates are from various ERS publications, including Production and
Efficiency Satistics, 1990 and Sate Financial Summary, 1990.

2-50



2.5.3.2 Total Manufacturing Employment

Employment in the processing sector is available from U.S. Census of Manufactures for
1997 (USDC, 1999a). Asshownin Table 2-17, processing level employment totaled 0.6 million
in 1997. For the red meat sectors, the Census of Manufactures data are expressed across all
plants engaged in NAICS 311611, Animal (except poultry) slaughtering, and NAICS 311612,
Meat processed from carcasses, which encompass both the beef and pork meat industries as well
as other miscellaneous sectors, including lamb and sheep.” As reported by the Department of
Commerce, the pork processing sector employed 84,700 persons and the beef processing sector
employed 145,600 persons in 1997 (Table 2-17).

Dairy manufacturing employment is an aggregate of reported employment across the dairy
product codes (NAICS 311511, Fluid milk manufacturing; NAICS 311512, Creamery butter
manufacturing; NAICS 311513, Cheese manufacturing; NAICS 311514, Dry, condensed and
evaporated dairy product manufacturing; and NAICS 311520, Ice cream and frozen dessert
manufacturing). In 1997, there were 141,400 people employed in dairy processing (corrected by
the Department of Commerce to avoid double counting).

Poultry employment is the aggregate of reported employment for NAICS 311615, Poultry
processing, and NAICS 311999G, Liquid, dried, and frozen eggs. 1n 1997, employment in
poultry processing totaled at 204,200 jobs (Table 2-17).

z Employment by firms engaged in the manufacture of “Prepared Feeds’ (SIC 2048) were not included
for this analysis since these data cannot be proportioned out across each of the beef, dairy, pork, and poultry
sectors. Typically, however, it is recognized that employment in the feed grains sector constitutes part of direct
employment in the livestock and poultry sectors, since it includes workers engaged in the manufacture of
agricultural inputs and their supplies and employment in supplier industries (Abel, Daft & Earley, 1993).
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SECTION THREE

THE PROPOSED CAFO REGULATIONS

Section 1 provides a summary of the existing NPDES permit regulations and technol ogy-
based pollutant limits affecting CAFOs that have been in place since the 1970s. This section
summarizes the proposed revisions to the CAFO regulations (Section 3.1) and describes the ELG
Options and NPDES Scenarios that EPA is proposing, as well as the regulatory alternatives that
were considered by EPA during the development of this rulemaking (Section 3.2).

31 SUMMARY OF THE PROPOSED REVISIONS

The mgjor regulatory revisions being proposed by EPA include changes to the scope of
the regulations (i.e., which operations are subject to the proposed regulations) and other changes
to the regulatory requirements for CAFOs. This section summarizes these changes briefly. More
detailed information on the proposed regulatory changes is available in the preamble (see, Section
VI, “What Changes to the NPDES CAFO Regulations Are Being Proposed?’ and Section VII1,
“What Changes to the Feedlot Effluent Limitations Guidelines Are Being Proposed?’).

EPA is proposing to make the provisions of this rule effective three years from
promulgation for facilities newly defined as CAFOs (approximately December, 2005). For
facilities that are currently defined as CAFOs, the effluent guideline requirements are immediately
applicable upon permit renewal or permit application.

3.1.1. Revised Scope Requirements under the Proposed Regulations

The existing NPDES regulation uses the term “animal unit” (AU) to describe sizes of
facilities that are CAFOs and therefore subject to the regulations. The metric AU was established
in the 1970 regulations to equate the wastes produced by different animal types based on waste
characteristics. The existing regulation defines facilities with 1,000 AU or more as CAFOs.
Facilitieswith 300 AU to 1,000 AU are CAFOs if they meet certain conditions, or if they are
designated as a CAFO by the permit authority. Those facilities with fewer than 300 AU are
CAFOs only if designated by the permit authority.

EPA’s proposal clarifies the definition of a CAFO to include both the production areas
(animal confinement areas, manure storage areas, raw materials storage areas and waste
containment areas) and the land application areas that are under the control of the CAFO owner
or operator.



EPA’s proposa also broadens the applicability of the existing permit regulation with
regard to the size of afacility that is defined asa CAFO. EPA is co-proposing two aternatives
for determining who is affected by the NPDES program for CAFQOs, including the two-tier
structure and the three-tier structure. The alternatives offer comparable environmental benefits
but differ in administrative approach.

The proposed two-tier structure ssmplifies the definition of which facilities are CAFOs by
establishing a single threshold for each animal sector at the equivalent of 500 AU. Facilities with
more than 500 AU would be defined as CAFQOs; facilities with fewer than 500 AU are CAFOs
only if designated by the permit authority. EPA believes this two-tier approach will smplify the
regulation by making it clear which CAFOs are subject to the proposed requirements and will also
enhance compliance and facilitate enforcement. EPA is also soliciting comment on whether to
propose an alternative AU threshold under the two-tier structure, that would establish asingle
threshold for each animal sector at the equivalent of 750 AU. Facilities with more than 750 AU
would be defined as CAFOs, facilities with less than 750 AU are CAFOs only if designated by the
permit authority.

The proposed three-tier structure retains the framework of the existing regulation: all
confinement operations with more than 1,000 AU are defined as CAFOs; operations with between
300 AU and 1,000 AU are CAFOsiif they meet certain conditions or if designated by the permit
authority; and operations with fewer than 300 AU are CAFOs only if they are designated by the
permit authority. However, EPA’s proposal would alter the conditions for defining which
operations in the middle tier are CAFOs and would require all facilities with 300 AU to 1,000 AU
either to apply for a permit or to certify that they do not meet the conditions for being defined as a
CAFO.

Under the three-tier structure, EPA is proposing certain “risk-based” conditions, among
which are included: there is direct contact of animals with waters of the U.S. at the operation;
there is insufficient storage and containment at the production area to prevent discharge from
reaching waters of the U.S,; there is evidence of discharge in the last five years; the operation’s
production areais located within 100 feet of waters of the U.S.; the operator does not have, or is
not implementing, a Permit Nutrient Plan; and manure of more than twelve tons annually is
transported to off-site recipients without following proper manure management. Additional
information on the set of conditions for defining which operationsin the middie tier are CAFOsis
provided in Section VI of the preamble. The proposed “risk-based” conditions are described in
Part 122.23(a)(3)(i1)(B) Option 2 of the proposed regulation.

Also under the three-tier structure, EPA is soliciting comment on whether to propose an
aternative AU threshold that would alter the conditions for defining which operationsin the
middle tier are CAFOs. This scenario would use a similar but lessinclusive set of conditions that
would result in fewer AFOs meeting the definition of a CAFO. Information on the set of
conditions for defining which operations in the middle tier are CAFOs under this dternative is also
provided in Section VI of the preamble.



EPA’ s proposal aso expands the regulatory definition of CAFOs to include all types of
poultry operations regardless of the type of manure handling system or watering system they use.
EPA’s proposal would also include stand-alone immature swine and heifer operations. The
existing regulation only applies to chicken operations which use either a specific type of drinking
water delivery system or liquid manure handling systems. Most chicken operations use neither of
these technologies, therefore, EPA is proposing to redefine CAFOs with respect to chickens
eliminating any distinctions about how the birds are raised or how the manure is handled. The
existing regulations also applies to swine weighing more than 55 pound or mature dairy cows
only. For the purpose of identifying CAFOs, EPA is proposing to redefine CAFOs with respect
to immature pigs and heifers. These proposed changes account for industry trends over the past
25 years toward specialization, including the practice of confining immature swine that weigh less
than 55 pounds in separate nursery facilities

The 300 AU, 500 AU, 750 AU and 1,000 AU equivalent number of animals for each
sector would be as follows:

Animal Type 1,000 AU 750 AU 500 AU 300 AU
(number of animals)
Cattle? 1,000 750 500 300
Ved 1,000 750 500 300
Mature Dairy Cattle 700 525 350 200
Mature Swine 2,500 1,875 1,250 750
Immature Swine 10,000 7,500 5,000 3,000
Chickens 100,000 75,000 50,000 30,000
Turkeys 55,000 41,250 27,500 16,500
Ducks 5,000 3,750 2,500 1,500
Horses 500 375 250 150
Sheep or Lambs 10,000 7,500 5,000 3,000

¥Other than mature dairy cattle or veal.

EPA’s estimate of the number of animal confinement operations that would be defined or
designated as CAFOs s presented in Section 2 of this report.

EPA’s proposal retains the permit writer’ s discretion to “designate” a confinement facility
asa CAFO, even if below the AU threshold that defines CAFOs. EPA is proposing to smplify
the criteria, however, by eliminating two criteriathat have proven difficult to implement—the
“direct contact” criterion and the “man made device’ criterion. EPA is proposing to eliminate
these criteriafor the 300 to 1,000 AU tier in the proposed three-tier alternative and, for
simplicity’s sake, for the less than 500 AU tier in the proposed two-tier alternative. The proposal
retains the existing requirement for the permit authority to consider a number of factors when
determining whether the facility is a significant contributor of pollution to waters of the U.S,, as
well as the requirement for an on-site inspection in order to make that determination. EPA isaso
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proposing to clarify its authority to designate facilities in States with NPDES authorized
programs.

EPA’s proposal aso broadens the applicability of the existing effluent guidelines affecting
feedlot operations. The existing effluent guidelines regulations apply to only those CAFOs with
more than 1,000 AU. EPA is proposing to broaden the applicability of the effluent guidelines to
be consistent with the definition of a CAFO for key sectors. The proposed effluent guidelines
revisions would apply to beef, dairy, swine, poultry and veal operations that are defined or
designated as CAFOs under either of the co-proposed structures and that are above the threshold
for the effluent guideline. For those operations below the threshold defining them as CAFOs
(designated CAFOs), the permit writer would use best professional judgment (BPJ) to develop
the site-specific permit conditions.

EPA’ s proposed effluent guidelines revisions do not ater the existing effluent guideline
regulations for horses, ducks, sheep or lambs. In these sectors, only facilities with more than
1,000 AU are subject to the effluent guidelines. Permits for operations in these subcategories
with fewer than 1,000 AU would continue to be devel oped based on the best professional
judgement of the permit writer.

EPA isfurther proposing to clarify that entities that exercise “ substantial operational
control” over the CAFO are “operators’ of the CAFO and thus would need to obtain a permit
along with the CAFO owner or operator. The trend toward specialized animal production under
contract with processors, packers, and other integrators has increasingly resulted in
concentrations of excess manure beyond agricultural needs in certain geographic areas. Especialy
in the poultry and swine sectors, the processor provides the animals, feed, medication and/or
specifies growing practices. EPA believes that clarifying that both parties are liable for
compliance with the terms of the permit as well as responsible for the excess manure generated by
CAFOs will lead to better management of manure. EPA’s estimate of the number of processing
firms that may be subject to the proposed regulations as co-permittees is presented in Section 2 of
this report.

3.1.2 Other Revised Requirements under the Proposed Regulations
Additional regulatory requirements that are being proposed for CAFOs are summarized as

follows. Additional information on these proposed changes, along with EPA’ s justification for
proposing these requirements is presented in Sections V11 and V111 of the preamble.



Eliminate the 25-year, 24-hour Storm Event Permit Exemption

Under the current rule, an operator, whose facility is designed, constructed and operated
to contain a 25-year, 24-hour storm event is not required to apply for a permit if discharges occur
only as aresult of such an event. EPA is proposing to eliminate the 25-year, 24-hour storm event
permit exemption and to impose a broader, more explicit duty for al CAFOsto apply for a
permit. However, EPA is proposing to retain the 25-year, 24-hour storm standard as a design
standard in the effluent guidelines for certain sectors (specifically, the beef and dairy sectors).
CAFOs in those sectors would need to obtain permits, but the permits would allow certain
discharges as long as the facility meets the 25-year, 24-hour storm design standard.

Include Land Application Area as Part of the CAFO

The proposal clarifies the definition of a CAFO as including the production area (animal
confinement area, manure storage area, waste containment area) as well as the land application
areathat is under the control of the CAFO owner or operator. EPA isalso co-proposing options
for off-site handling of manures. Under the first co-proposal, EPA would require that the CAFO
operator obtain a certification from off-site recipients of CAFO manure that the manure is being
land applied according to proper agricultural practices. Under the second co-proposal, EPA
would require that the CAFO operator provide off-site recipients of CAFO manure with
information about the nutrient content of the manure and proper agronomic use of the manure,
and that the CAFO operator maintain records on the identity of manure recipients, the volumes
received, and the dates the manure was received.

I ncrease the Stringency of the Effluent Guidelines

EPA is proposing to establish Best Practicable Control Technology Currently Available
(BPT), Best Available Technology Economically Achievable (BAT) and Best Control Technology
for Conventional Pollutants (BCT), and New Source Performance Standards (NSPS) for CAFOs.
EPA is proposing to establish requirements for discharges from the production area and land
application of manure, including the requirement that all CAFOs develop a Permit Nutrient Plan
(PNP). More detailed information on the proposed revisions to the effluent guidelines and
standards is provided in Section VI11 of the preamble.

The BPT requirements in the existing regulations apply to beef, dairy, swine, veal, and
poultry operations with more than 1,000 AU. These requirements establish a zero discharge
requirement from the production area with a design standard or the 10-year, 24 hour storm event.
The proposed revisions to BPT limitations for these subcategories requires zero discharge from
the CAFO production area with a design criteria of the 25-year, 24-hour storm event. BPT
requires that all CAFOs obtain a PNP to control the discharge of pollutants from the land



application fields. The PNP defines the rate at which manure can be applied to land owned or
controlled by the CAFO.

EPA is proposing to restrict manure application to a phosphorus basis where necessary
due to soil conditions. In situations where the build up of phosphorus in the soil is excessive,
manure application would be prohibited. In al other areas, application of manure to meet the
nitrogen requirements of the crop will be allowed. In addition, manure and wastewater
application is prohibited within 100 feet of surface water, tile drain inlets, agricultural drainage
wells, and sinkholes. EPA is proposing that manure must be applied to cropland at rates not to
exceed the crop requirements for nutrients and the ability of the soil to absorb any excess
phosphorus. BPT establishes specific recordkeeping requirements associated with ensuring the
achievement of the zero discharge limitation for the production area and that the application of
manure and wastewater is done in accordance with land application requirements. EPA isalso
proposing to require the CAFO operator to maintain records of any excess manure that is
transported off-site.

EPA is aso proposing to establish BCT limitations that are equivalent to the BPT
limitations for the control of conventional pollutant discharges from CAFOs.!

EPA is proposing to revise BAT requirements for the beef and dairy subcategories based
on the BPT requirements with the additional requirement that the CAFO achieve zero discharge
to ground water beneath the production area in locations where the ground water has a direct
hydrological connection to surface water. The land application requirements of the proposed
BAT requirements are the same as BPT. The existing regulation requires zero discharge from the
production area with the 25-year, 24-hour storm design standard, which alows for discharges
when catastrophic or chronic storms exceed this design criteria. The preamble also solicits
comment on basing BAT on BPT without the additional ground water controls. For the hog, veal
and poultry subcategories, the proposed BAT requirements include elimination of the current
exemption for overflows in the event of a chronic or catastrophic storm at the production area.
The preamble a so solicits comment on basing BAT on BPT without the additional controls
precluding overflow dueto rain events.

EPA’ s proposal aso revises standards for new operations (New Source Performance
Standards, or NSPS). For the beef and dairy subcategories, EPA is proposing new source
standards based on the same technology requirements as BAT. NSPS for the hog, veal and
poultry subcategoriesis based on the proposed BAT requirement with the additional requirement
that there be no discharge from the production area of pollutants through ground water that has a
direct hydrological connection to surface water. Both the BAT and NSPS requirements have the
same land application and record keeping requirements as proposed for BPT.

Conventional pollutants are defined as Biochemical Oxygen Demand (BOD), Total Suspended Solids
(TSS), fecal coliform, oil and grease and pH.
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Additional information and EPA’ s justification for proposing these requirements is
presented in Section V111 of the preamble.

Other Regulatory Changes

EPA’s proposal would make several other changes to the existing regulations, which
would require permit authorities to include the following conditions in permits. These conditions
would: require retention of a permit until proper facility closure; establish the method for
operators to calculate the allowable manure application rate; specify restrictions on timing and
methods of application of manure and wastewater to assure use for an agricultural purpose (e.g.,
certain applications to frozen, snow covered or saturated land) to prevent impairment of water
quality; address risk of contamination via groundwater with a direct hydrological connection to
surface water for existing swine, poultry and veal CAFOs; address the risk of improper manure
application off-site by either requiring that the CAFO operator obtain from off site recipients a
certification that they are land applying CAFO manure according to proper agricultural practices
or requiring the CAFO to provide information to manure recipients and keep appropriate records
of off-site transfers, or both; and establish design standards to account for chronic storm events.

More detailed information on the proposed revisions to the NPDES permit requirements
and the effluent guidelines affecting CAFOs is provided in the preamble.

3.2 Summary of ELG Optionsand NPDES Scenarios Considered by EPA

This section describes the guidelines' technology options (“ELG Options “) and NPDES
alternative scenarios (“NPDES Scenarios’) that EPA is proposing, as well as the regulatory
alternatives that were considered by EPA during the development of this rulemaking. These
proposed and aternative options and scenarios are summarized in Table 3-1.

3.2.1 Effluent Guidelines Options
The technology options considered during this rulemaking include the following:

Option 1. Thisoption isequivalent to Option 1 previously described under BPT
(Section 3.1.2). It requires zero discharge from the production area with liquid storage designed,
constructed, and maintained to handle all process wastewater and storm water runoff from the 25-
year, 24-hour storm event. In addition, Option 1 requires management practices to ensure that
the production area, including manure and wastewater storage areas, are being adequately
maintained. Option 1 also establishes a requirement to develop a PNP which establishes the
proper land application rate for manure and wastewater to meet the nitrogen requirements for the
crops being grown by the CAFO.



Table 3-1. Summary Description of Options/Scenarios Considered by EPA

Technology Options (EL G)

Option 1

N-based land application controls and inspection and recordkeeping requirements
for the production area (described in Section VI11.C.3 of the preamble)

Option 2 (BPT —all
subcategories)

Same as Option 1, but restricts the rate of manure application to a P-based rate
where necessary (depending on specific soil conditions at the CAFO)

Option 3 (BAT —

Adds to Option 2 by requiring all operations to determine whether the groundwater

Beef/Heifers/Dairy) beneath the production area has a direct hydrologic connection to surface water; if
S0, requires groundwater monitoring and controls
Option 4 Adds to Option 3 by requiring sampling of surface waters adjacent to production

area and/or land under control of the CAFO to which manure is applied

Option 5 (BAT —

Adds to Option 2 by establishing a zero discharge requirement from the production

Swine/Poultry/Veal) areathat does not allow for an overflow under any circumstances

Option 6 Adds to Option 2 by requiring that large hog and dairy operations install and
implement anaerobic digestion and gas combustion to treat their manure

Option 7 Adds to Option 2 by prohibiting manure application to frozen, snow covered or

saturated ground

Regulatory Scope Options (NPDES)

“Two-Tier” (500 AU)

Scenario 1 Retains existing 3-tier structure and establishes additional regquirements would
remove the 25-year,24-hour storm exemption

Scenario 2 Same as Scenario 1; operations with 300-1,000 AU would be subject to the
regulations based on certain “risk-based” conditions (described in Part
122.23(a)(3)(ii)(B) Option 2 of the proposed regul ation)

Scenario 3 Same as Scenario 2, but requires all operations with 300-1,000 AU to either apply

“Three-Tier” for a NPDES permit or to certify to the permit authority that they do not meet any
of the conditions and thus are not required to obtain a permit

Scenario 4a Establishes 2-tier structure and applies ELG standard to all operations with more

than 500 AU

“Two-Tier” (750 AU)

Scenario 4b Establishes 2-tier structure and applies ELG standard to all operations with more
than 300 AU
Scenario 5 Establishes 2-tier structure and applies ELG standard to all operations with more

than 750 AU

Scenario 6

Retains existing 3-tier structure and establishes a simplified certification process
(described in Section V11.C.2 of the preamble)
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Option 2. Thisoption is equivalent to Option 2 previously described under BPT. Option
2 builds on the requirements established under Option 1 retaining the same requirements for the
production area. Option 2 further restricts the amount of manure that can be applied to crop land
owned or controlled by the CAFO. Manure and wastewater would have to be applied at the
appropriate rate, taking into account the nutrient requirements of the crop and soil conditions.
Option 2 requires that manure be applied to meet the phosphorus requirements of the crops
grown if soil conditions warrant and if soils have a very high level of phosphorus build-up, no
manure or wastewater could be applied to the crop land owned or controlled by the CAFO.

Option 3. Thisoption isthe proposed BAT Option for the beef and dairy subcategories
and the proposed NSPS option for all subcategories (described in Section 3.1.2). Option 3 adds
to the requirements for Option 2 by requiring that all CAFO operations perform an assessment to
determine whether the ground water beneath the feedlot and manure storage area has a direct
hydrological connection to surface water beneath the production area. If alink is established, the
facility must monitor ground water upstream and downstream of the production area to ensure
that they are achieving zero discharge to ground water. EPA assumes that CAFOs will comply
with the zero discharge requirement by installing liners of synthetic material beneath lagoons and
ponds and impervious pads below storage of dry manure stockpiles. EPA’s costs for liners reflect
both a synthetic liner and compacted clay to protect the liner and prolong its useful life.
Additiona information on why EPA is proposing this option for BAT and NSPSis presented in
Section V1I1 of the preamble.

Option 4. Option 4 adds to the requirements for Option 3 by requiring sampling of
surface waters adjacent to feedlots and/or land under control of the feedlot to which manureis
applied. This option requires CAFOs to sample surface water both upstream and downstream
from the feedlot and land application areas following a one half inch rain fall not to exceed 12
samples per year. The samples would be analyzed for concentrations of nitrogen, phosphorus and
total suspended solids (TSS). These pollutants are believed to provide an adequate indication of
whether a discharge is occurring from the operation. Any difference in concentration between the
upstream and downstream samples would be noted. This monitoring requirement could provide
some indication of discharges from the land application or feedlot areas.

Option 5. Thisoption isthe proposed BAT Option for the swine, poultry, and veal
subcategories and the proposed NSPS option for these sectors (with the addition of the
groundwater requirements under Option 3, as described in Section 3.1.2). Option 5 establishes a
zero discharge requirement from the production area that does not allow for an overflow under
any circumstances. By keeping precipitation from coming in contact with the animals, raw
materials and waste handling and storage areas, CAFOs could operate the confinement areas and
meet zero discharge regardless of rainfal events. Option 5 includes the same land application
requirements as Option 2, which would restrict the rate of manure and wastewater application to
a phosphorus based rate where necessary depending on the specific soil conditions at the CAFO.
Additionally, application of manure and wastewater would be prohibited within 100 feet of



surface water. Additional information on why EPA is proposing this option for BAT and NSPS
is presented in Section V111 of the preamble.

Option 6. Option 6 adds to the requirements of Option 2 by requiring that large hog and
dairy operations (EPA would apply Option 6 to hog operations and dairies with more than 2,000
AU) ingtall and implement anaerobic digestion and gas combustion to treat their manure. With
proper management, such a system can be used to generate additional on-farm revenue.
Anaerobic digestion requires that the treatment be performed in an enclosed system to allow for
the capture, collection and transmission of the methane gas, to a combustion device (i.e., engine,
generator, boiler, and/or absorption cooler). The enclosed system will reduce air emissions,
especidly odor and hydrogen sulfide, and potentially reduce nitrogen losses from ammonia
volatilization. The treated effluent will aso have less odor and should be more transportable
relative to undigested manure, making off-site transfer of manure more economical.

Option 7. Option 7 adds to the requirements of Option 2 by prohibiting manure
application to frozen, snow covered, or saturated ground. This prohibition requires that CAFOs
have adequate storage to hold manure for the period of time during which the ground is frozen, or
saturated. The necessary period of storage ranges from 45 to 270 days depending on the region.
In practice, this may result in some facilities needing storage to hold manure and wastes for 12
months. EPA is requesting comment on whether there are specific conditions which warrant a
national standard that prohibits application when the ground is frozen, snow covered, or
saturated.

3.2.2 NPDES Scenarios

Under the NPDES permit program, all point sources that directly discharge pollutants to
waters of the U.S. must apply for aNPDES permit and may only discharge pollutantsin
compliance with the terms of that permit. NPDES permits may be issued by EPA or a State,
Territory, or Tribe authorized by EPA to implement the NPDES program.

A NPDES permit may be either an individual permit tailored for a single facility or a
genera permit applicable to multiple facilities within a specific category. Genera NPDES permits
are available to address a category of discharges that involve similar operations with similar
wastes. The general permit specifies the type or category of facilities that may obtain coverage
under the permit. Those facilities that fall within this category then must submit a “notice of
intent” (NOI) to be covered under the general permit to gain permit coverage. EPA anticipates
that the Agency and authorized States will use general NPDES permits to a greater extent than
individual permitsto address CAFOs.

EPA’s NPDES Scenarios differ in terms of the number of operations that would be
affected by the proposed regulations. EPA’s estimate of the number of animal confinement
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operations that would be defined or designated as CAFOs is presented in Section 2 of this report.
The NPDES scenarios considered during this rulemaking include the following:

Scenario 1. This scenario retains the existing three-tier structure and the conditions for
defining the middle tier AFOs as CAFOs. That is, any AFO that meets the size condition
(operations with between 300 AU to 1,000 AU) would be defined as a CAFO if it also meets one
of the two specific criteria governing the method of discharge, namely, pollutants are discharged
through a man-made ditch, flushing system, or other smilar man-made device, or pollutants are
discharged directly into waters of the United States that originate outside of the facility and pass
over, across, or through the facility or otherwise come into direct contact with the confined
animals. EPA is not proposing this scenario because these conditions have proven to be difficult
to interpret and implement for AFOs in the 300 to 1,000 AU size category and have not facilitated
compliance or enforcement. For more information, see Section V11 of the preamble.

Scenario 2. This scenario aso retains the existing three-tier structure but modifies the
conditions for defining the middlie tier AFOs as CAFOs. That is, any AFO that meets the size
condition (operations with between 300 AU to 1,000 AU) would be defined as a CAFO if it met
one or more of the risk-based conditions, described in Section 3.1.1. In this scenario, owners or
operators of AFOsin the middle tier would not be required to certify to the permit authority that
the facility is not a CAFO. However, al facilities that do meet one or more of the conditions
would have a duty to apply for an NPDES permit. This scenario is not being proposed because of
concerns that there would be no way for the permit authority to know which operations were
taking the exemption and which should, in fact, be applying for a permit. For more information,
see Section VI of the preamble.

Scenario 3. This scenario is the co-proposed three-tier structure that retains the existing
three-tier framework but modifies the conditions for defining AFOsin the middle tier as
CAFOs. That is, any AFO that meets the size condition (operations with between 300 AU to
1,000 AU) would be defined as a CAFO if it met one or more of the risk-based conditions, briefly
described in Section 3.1.1. (More detailed information is available in the proposed regulation and
in Section V11 of the preamble). Under this co-proposal, EPA would require all middle tier AFOs
to either apply for an NPDES permit or to certify to the permit authority that they do not meet
any of the conditions which would require them to obtain a permit. Additiona information on
why EPA is co-proposing this scenario is presented in Section VI of the preamble.

Scenario 4a. Thisscenario is the co-proposed two-tier structure that establishes which
operations are defined as CAFOs based on size aone (described in Section 3.1.1). Inthis
alternative, EPA is proposing that the threshold for defining operations as CAFOs be equivalent
to 500 animal units (AU). All operations with more than 500 AU would be defined as CAFOs.
Operations with fewer than 500 AU would be CAFOs only if designated by EPA or the State
permit authority. Additional information on why EPA is co-proposing this scenario is presented
in Section VI of the preamble.
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Scenario 4b. This scenario is an aternative to Scenario 4a under the co-proposed two-
tier that establishes which operations are defined as CAFOs based on size alone. In this
aternative, EPA would define operations as CAFOs be equivalent to 300 AU. All operations
with 300 or more animal units would be defined as CAFOs. Operations with fewer than 300
animal units would be CAFOs only if designated by EPA or the State permit authority.

Scenario 5. This scenario is an alternative to Scenario 4a under the co-proposed two-tier
structure that establishes which operations are defined as CAFOs based on size alone. In this
aternative, EPA would define operations as CAFOs be equivaent to 750 AU. All operations
with 750 or more animal units would be defined as CAFOs. Operations with fewer than 750
animal units would be CAFOs only if designated by EPA or the State permit authority. After
considering each of these alternatives (Scenarios 4a and 5), EPA is proposing 500 AU as the
appropriate threshold for a two-tier structure, but is also requesting comment on a threshold of
750 AU.

Scenario 6. Thisscenario is an aternative to Scenario 3 under the co-proposed three-tier
structure that retains the existing tiers but amends the conditions under which middle tier AFOs
with between 300 AU to 1,000 AU are defined as CAFOs. These operations would be required
to obtain an NPDES permit unless they can certify that they do not meet the conditions for
definition as a CAFO, asis being proposed in Scenario 3. However, the conditions for making
this certification would be different than those under Scenario 3, and the substantive permit
requirements for operations between 300 and 1,000 AU that do not certify would be different
than those for CAFOs with more than 1,000 AU. For more information, see Section VI of the
preamble.
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SECTION FOUR

METHODOLOGY FOR ESTIMATING
COMPLIANCE COSTSAND ECONOMIC IMPACTS

This section presents the data and methodologies EPA uses to estimate the total annual
incrementa costs and the economic impacts that would be incurred by the livestock and poultry
industry as aresult of the proposed revisions to the ELG and NPDES regulations affecting
CAFOs (“proposed CAFO regulations’). EPA’s regulatory impact analysis examines potential
effects across three industry segments: CAFOs (e.g., feedlots and feedyards), processors (e.g.,
meat packers and slaughtering facilities), and consumer markets.

Section 4.1 briefly summarizes the methods and assumptions used to estimate annual
CAFO level compliance costs (described in greater detail in other rulemaking support
documents). Section 4.2 presents the development and characterization of EPA’s representative
“model CAFOs’ that are differentiated by commaodity sector, facility size, and maor production
region, among other factors. These model CAFOs are the basis for calculating the total annual
costs of the proposed CAFO regulations and are used to evaluate potential financial impacts to
regulated CAFOs. The approach EPA uses to evaluate impacts to CAFOs provides a generdl
framework to assess the potential upper bound of costs and impacts that could accrue to
processors and meat packers, as discussed in Section 4.3. Finally, Section 4.4 discusses the
methodology EPA uses to assess additional market impacts, including national level changesin
prices and available quantities, as well as changes in nationa aggregate employment and economic
output.

41 ANNUAL COMPLIANCE COSTS

The sections that follow briefly summarize the methodology EPA uses to develop the
incremental compliance costs that are used to estimate total annual regulatory costs and economic
impacts. Topicsinclude: (1) EPA’s assumptions regarding the degree of compliance with the
existing regulatory program; (2) the methodology EPA uses to develop the incremental
compliance costs for each of the regulatory options under consideration; and (3) the inputs and
assumptions EPA uses to annualize those compliance costs. More detailed information on EPA’s
baseline assumptions and the data used to calculate costs are provided in EPA’ s Devel opment
Document (USEPA, 2000a). Appendix A of this report provides additional detail on EPA’s
approach for annualizing compliance costs for input into the economic model.



4.1.1 Baseline Compliance Assumption

For the purpose of this analysis, EPA assumes that al CAFOs that would be subject to the
proposed regulations are currently in compliance with the existing regulatory program (including
the NPDES regulations and the effluent limitations guidelines and standards for feedlots) and
existing state laws and regulations. As a practical matter, EPA recognizes that thisis not true,
since only 2,500 operations out of an estimated 12,700 CAFOs with more than 1,000 AU have
actually obtained coverage under an NPDES permit and the remainder may in fact experience
additional costs to comply with the existing requirements. EPA has not estimated these additional
costsin the analysis that is presented in the preamble because the Agency did not consider these
costs part of the incremental costs of complying with the proposed CAFO rule.

To assess the incremental costs attributable to the proposed rules, EPA's analysis
evaluates current federal and state requirements for animal feeding operations and cal cul ates
compliance costs of the proposed requirements that exceed the current requirements. Operations
located in states that currently have requirements that meet or exceed the proposed regulatory
changes would already be in compliance with the proposed regulations and would not incur any
additional cost. These operations are not included as part of the cost analysis. A review of
current state waste management requirements for determining baseline conditionsisincluded in
the Development Document and also in other sections of the record. See State Compendium:
Programs and Regulatory Activities Related to Animal Feeding Operations compiled by EPA
(USEPA, 2000I).

EPA’s analysis also accounts for current structures and practices that are assumed to be
already in place at operations that may contribute to compliance with the proposed regulations.
Additional information is aso provided in the following section (Section 4.1.2). This information
is also provided in the Development Document (USEPA, 2000a).

4.1.2 Method for Estimating CAFO Compliance Costs
4.1.2.1 Compliance Costs to CAFO Operators

For the purpose of estimating total costs and economic impacts, EPA calculates the costs
of compliance for CAFOs to implement each of the regulatory options being considered. (Section
3 of this report describes each of the regulatory technology options considered in this proposed
rulemaking.) EPA estimates costs associated with four broad cost components: nutrient
management planning, facility upgrades, land application, and technologies for balancing on-farm
nutrients. Nutrient management planning costs include manure and soil testing, record keeping,
monitoring of surface water and groundwater, and plan development. Facility upgrades reflect
costs for manure storage, mortality handling, storm water and field runoff controls, reduction of
fresh water use, and additional farm management practices. Land application costs address
agricultural application of nutrients and reflect differences among operations based on cropland
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availability for manure application. Specific information on the capital costs, annual operating and
maintenance costs, start-up or first year costs, and also recurring costs that EPA uses to estimate
costs and impacts of the proposed regulationsis provided in the Devel opment Document
(USEPA, 2000a). EPA uses these model CAFOs to estimate aggregate incremental costs to the
CAFO industry.

EPA evauates compliance costs using a representative facility approach based on more
than 170 farm level models that were developed to depict conditions and to evaluate compliance
costs for select representative CAFOs (USEPA, 2000a). The major factors used to differentiate
individual model CAFOs include the commodity sector, the farm production region, and the
facility size (based on herd or flock size or the number of animals on-site). EPA’s model CAFOs
primarily reflect the major animal sector groups, including beef cattle, dairy, hog, broailer, turkey,
and egg laying operations. Practices at other subsector operations are aso reflected in the cost
models, such as replacement heifer operations, veal operations, flushed caged layers, and hog
grow- and farrow-finish facilities (USEPA, 2000a)." EPA uses mode facilities with similar waste
management and production practices to depict operations in regions that were not separately
modeled.

Another key distinguishing factor incorporated into EPA’s model CAFOs is information
on the availability of crop and pasture land for land application of manure nutrients. For this
analysis, nitrogen and phosphorus rates of land application are evaluated for three categories of
cropland availability: Category 1 CAFOs are assumed to have sufficient cropland for al on-farm
nutrients generated, Category 2 CAFOs are assumed to have insufficient cropland, and Category
3 CAFOs are assumed to have no cropland (USEPA, 2000a). EPA uses 1997 information from
USDA to determine the number of CAFOs within each category. Thisinformation takes into
account which nutrient (nitrogen or phosphorus) is used as the basis to assess land application and
nutrient management costs.

For Category 2 and Category 3 CAFOs, EPA evaluates additional technologies that may
be necessary to balance nutrients. EPA evaluates additional technologies that reduce off-site
hauling costs associated with excess on-farm nutrients, as well as to address ammonia
volatization, pathogens, trace metals, and antibiotic residuals. These technologies may include
Best Management Practices (BMPs) and various farm production technologies, such as feed
management strategies, solid-liquid separation, composting, anaerobic digestion, and other
retrofits to existing technologies. EPA considers al these technologies for identification of “best
available technologies’ under the various options for BAT described in Section V11 of the
preamble.

EPA uses soil sample information compiled by researchers at various land grant
universities to determine areas of phosphorus and nitrogen saturation, as described in the

'Grow-finish operations finish more mature pigs while farrow-finish operations handle all stages of
production from breeding to finishing.
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Development Document (USEPA, 2000a). This information provides the basisfor EPA’s
assumptions of which facilities would need to apply manure nutrients on a phosphorus- or
nitrogen-based standard.

EPA’s cost models aso take into account other production factors, including climate and
farmland geography, land application and waste management practices and other mgjor
production practices typically found in the key producing regions of the country. Mode facilities
reflect major production practices used by larger confined animal farms, generally those with more
than 300 AU. Therefore, the models do not reflect pasture and grazing type farms, nor do they
reflect typical coststo small farms. EPA’s cost models also take into account practices required
under existing state regulations and reflect cost differences within sectors depending on manure
composition, bedding use, and process water volumes. More information on the devel opment of
EPA’s cost modelsis provided in the Development Document (USEPA, 2000a).

To estimate aggregate incremental costs to the CAFO industry from implementing a
particular technology option, EPA first estimates the total cost to a model facility to employ a
given technology, including the full range of necessary capital, annual, start-up, and recurring
costs. Additional detailed information on the baseline and compliance costs attributed to model
CAFOs across al sectors and across al the technology options considered by EPA is provided in
the Devel opment Document (USEPA, 2000a).

After estimating the total cost to an individua facility to employ a given technology, EPA
then weights the average facility level cost to account for current use of the technology or
management practice nationwide. Thisis done by multiplying the total cost of a particular
technology or practice by the percent of operations that are believed to use this particular
technology or practice in order to derive the average expected cost that could be incurred by a
model CAFO. EPA refersto this adjustment factor as the "frequency factor" and has devel oped
such a factor for each individual cost (i.e. each technology) and cost component (i.e. capital and
annual costs) in each of its CAFO models (USEPA, 2000a). The frequency factor reflects the
percentage of facilities that are, technically, aready in compliance with a given regulatory option
since they aready employ technologies or practices that are protective of the environment. The
frequency factor also accounts for compliance with existing federal and state regulatory
requirements as well as the extent to which an animal sector has aready adopted or established
management practices to control discharges.

EPA has developed its frequency factors based on data and information from USDA’s
NRCS and NAHMS, state agricultural extension agencies, industry trade groups and industry-
sponsored surveys, academic literature, and EPA’s farm site visits. More detailed information on
how EPA developed and applied these weighting factorsis provided in the Devel opment
Document (USEPA, 2000a). To identify where farm level costs may be masked by this weighting
approach, EPA evaluates costs with and without frequency factors. The results of this sensitivity
analysis indicate that the model CAFO costs used to estimate aggregate costs and impacts, as
presented in this preamble, are stable across arange of possible frequency factor assumptions.
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The data and information EPA uses to develop its model CAFOs are compiled by USDA,
in combination with other information collected by EPA from extensive literature searches, more
than 100 farm site visits, and numerous consultations with industry, universities, and agricultura
extension agencies. Additional detailed information on the data and assumptions EPA usesfor its
model CAFOsis provided in the Devel opment Document (USEPA, 2000a).

4.1.2.2 Compliance Costs to Recipients of CAFO Manure

To calculate the cost to offsite recipients of CAFO manure under the proposed
regulations, EPA builds upon the cropland availability information in the CAFO models, focusing
on the two categories of farms that have excess manure nutrients and that need to haul manure
offsite for aternative use or to be spread as fertilizer (i.e., Category 2 and Category 3 CAFOs,
where facilities are assumed to have insufficient or no available cropland to land apply nutrients,
respectively). EPA aso uses thisinformation to determine the number of affected operations
under select regulatory alternatives, discussed in Section 2, as well as to determine the number of
offsite recipients affected under select regulatory alternatives (USEPA, 2000a).

USDA definesfarm level “excess’ of manure nutrients on a confined livestock farm as
manure nutrient production less crop assimilative capacity (Gollehon and Caswell, 2000). USDA
estimates manure nutrient production using the number of animals by species, standard manure
production per animal unit, and nutrient composition of each type of manure. Recoverable
manure is the amount that can be collected and disposed by spreading on fields or transporting off
the producing farm (Gollehon and Caswell, 2000).

Depending on the nutrient used to determine the rate of manure application (nitrogen or
phosphorus), EPA estimates that approximately 7,500 to 10,000 CAFOs with more than 300 AU
are expected to generate excess manure. This includes about 2,600 animal feeding operations that
have no major crop or pasture land. These estimates are derived from a USDA analysis of
manure nutrients relative to the capacity of cropland and pastureland to assimilate nutrients.

EPA’ s estimate does not account for excess manure that is already disposed of via aternative uses
such as pelletizing or incineration. More detailed information is provided in the Devel opment
Document (USEPA, 2000a).

For the purpose of thisanalysis, EPA assumes that affected offsite facilities are field crop
producers who use CAFO manure as a fertilizer substitute. Information on crop producers that
currently receive animal manure for use as afertilizer substitute is not available. Instead, EPA
approximates the number of operations that receive CAFO manure and may be subject to the
proposed regulations based on the number of acres that would be required to land apply manure
nutrients generated by Category 2 and Category 3 CAFOs. EPA assumes that offsite recipients
will only accept manure when soil conditions alow for application on a nitrogen basis. Therefore,
the manure application rate at offsite acres in a given region is the nitrogen-based application rate
for the typical crop rotation and yields obtained in that region. EPA then estimates the number of
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farms that receive CAFO manure by dividing the acres needed to assimilate excess manure
nitrogen by the national average farm size of 487 acres, based on USDA data. The results of this
analysisindicate that 18,000 to 21,000 offsite recipients would receive excess CAFO manure
(USEPA, 2000a).

EPA’s estimated costs to manure recipients include the costs of soil testing and
incremental recordkeeping. EPA evaluates these costs using the approach described in Section
4.1.2.1. Excess manure hauling costs are aready included in costs assessed to CAFOs with
excess manure. For the purpose of this analysis, EPA assumes that crop farmers aready maintain
records documenting crop yields, crop rotations, and fertilizer application, and that crop farmers
already have some form of nutrient management plan for determining crop nutrient requirements.
EPA estimates, on average, per-farm incremental costs of approximately $540 to CAFO manure
recipients for complying with the offsite certification requirements. Thisanalysisis provided in
the Development Document (USEPA, 2000a).

4.1.3 Cost Annualization Methodology

EPA develops CAFO compliance costs from estimated startup (first-year) costs, recurring
3- and 5-year costs, and annual operating and maintenance costs (described in Section 4.1.2). To
compare estimated costs to available farm financia datain any one year, EPA annualizes these
costs using the approach described below. A 1997 time frame is used for comparison with
available USDA data on livestock and poultry farms, as reported in the 1997 Census of
Agriculture and other related databases. The inputs and assumptions of the cost annualization
model are summarized below.

Additional detail on the input costs used for this analysis are provided in the Devel opment
Document (USEPA, 2000a). A summary of the annualized costs by CAFO model is provided
later in this EA in Sections 6, 7, and 8, depending on commodity sector. Additiona details on the
annualization model are provided in Appendix A of thisreport. Annualized compliance costs are
also presented in Appendix A (expressed in 1997 dollars).

Annualized costs account for the time value of money and reflect the annual repayment
amount of an on-farm capital investment by spreading the initial costs over the expected life of the
structure. EPA calculates both pre-tax and post-tax annual costs. Pre-tax costs are used to
estimate the total cost of the proposed CAFO regulations to society (social costs). Post-tax costs
are used to measure the economic impacts at CAFOs and to account for the reductionin a
CAFO’stax liability. Thisreduction in taxes paid (“tax shield”) acts to offset the expected
compliance costs incurred by afacility. This portion of costsis borne by federal and state
governments through a reduction in tax revenue. Accordingly, the economic impacts of the
proposed CAFO regulations are measured as the impact of the expected compliance cost incurred
by a CAFO minus an appropriate tax shield.



The mgjor inputs to and assumptions used in the cost annualization model are: (1) the
discount rate; (2) the life of the asset; and (3) tax rates.

EPA uses the discount rate to calculate the present values of the cash flowsand is
analogous to an interest rate used to compute a mortgage payment. The annualization model uses
areal discount/interest rate of 7 percent, as recommended by the Office of Management and
Budget (OMB, 1992), and does not have to be adjusted for inflation.

The life of the asset is the time period over which the costs are to be annualized (like a
mortgage time period) and is determined according to the Internal Revenue Code' s classes of
depreciable property. The time period over which the annualization is made depends on the
serviceable life of the structure and also on the depreciable life, which affects what portion of a
capital cost can be used each year to reduce taxable income. IRS rules govern the designation of
depreciable life, which is assigned on the basis of serviceable life. Most of the types of capital
investments that will be required under these proposed regulations are typically depreciated over
10 years (IRS, 1999).> The cost annualization model thus incorporates a 10-year annualization
period to compute both pre-tax and post-tax annual costs. The equation EPA uses to calculate
annual cost operates from mid-year to mid-year (mid-year convention); thus the entire time frame
of the analysisbeginsin Year 1 and concludesin Year 11 but is discussed here as a 10-year time
frame (see Appendix A).

The assumed tax rates are used to determine a facility’ s tax benefit or tax shield.
Estimated tax savings are subtracted from the actual outlay in each year and are used to calculate
the annual post-tax cost of compliance. The tax shield calculation uses three inputs: marginal tax
rates (composed of the federal tax rates and an assumed state tax rate); an estimate of CAFO
taxable income (net cash minus depreciation plus value of inventory change, assuming the CAFO
is using the accrual method of accounting); and a depreciation schedule.

Appendix A provides a description of how the tax rates are assigned to each model
CAFO. Revenue estimates are derived from USDA data for representative model CAFOs
(discussed in Section 4.2.3). The depreciation schedule is dictated by IRS rules, but there are
severa choices of depreciation schedule within those rules. For reasons outlined in Appendix A,
EPA has chosen the Modified Accelerated Cost Recovery System (MACRS), whichisa
commonly used and generally advantageous depreciation schedule for tax minimization purposes.
The tax shield is calculated using the depreciable capital cost in each year plus any recurring
expenditures that are allowed to be expensed in each year. Each model CAFO is assigned a tax
rate (marginal federa rate plus an assumed state tax rate) based on the estimated amount of

M any of the types of investments would best be classified as single-purpose agricultural structures, which
are defined by IRS as any enclosure or structure specifically designed, constructed, and used for housing, raising,
and feeding a particular kind of livestock, including structures to contain produce or equipment necessary for
housing, raising, and feeding livestock.
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taxable income. The tax rate times the depreciated and expensed compliance costs in each year
equals the estimated tax shield.

Appendix A presents a sample spreadsheet that shows how all of the computations are
made and also documents all annualized incremental costs estimated by EPA. Section 5 of this
report presents the aggregate, national level annualized compliance costs (post-tax), by regulatory
option, that are calculated by the cost annualization model. Sections 6, 7 and 8 present the per-
head and per-CAFO annualized costs and the economic impacts (post-tax) for selected model
CAFOs for each of the major livestock and poultry sectors.

4.2 CAFO ANALYSIS
4.2.1 Overview of the Representative CAFO Approach

EPA estimates incremental costs and economic impacts of the proposed CAFO
regulations using a representative farm approach. For this anaysis, EPA developed “model
CAFOs’ for each sector to assess the average costs and economic impacts of the proposed
regulations across differently sized, differently managed, and geographically distinct operations.

Using arepresentative farm approach, EPA constructs a series of model facilities that
reflect the EPA’ s estimated compliance costs and available financial data. EPA uses these model
CAFOs to develop an average characterization for a group of operations. EPA’s cost models are
described in Section 4.1.2.1. From these models, EPA estimates total annualized compliance
costs by aggregating the average facility costs across all operations that are identified for a
representative group. Aswith EPA’s cost models, EPA’ s financial models are grouped according
to certain distinguishing characteristics for each sector, such as facility size and production region,
that may be shared across a broad range of facilities. Economic impacts under a post-regulatory
scenario are approximated by extrapolating the average impacts for a given model CAFO across
the larger number of operations that share similar production characteristics and are identified by
that CAFO model. EPA compares its estimated compliance costs at select model CAFOs to
corresponding financia conditions at these model facilities.

The representative farm approach is consistent with past research conducted by USDA
and the land grant universities and their affiliated research organizations, including the Food and
Agricultural Policy Research Ingtitute (FAPRI), the Center for Agriculture and Rural
Development (CARD), Texas A&M’s Agriculture and Food Policy Center, the Texas Institute for
Applied Environmental Research (TIAER) and the University of Missouri’s Commercia
Agriculture Program. These organizations and others have widely adopted the representative
farm approach to assess a broad range of policy issues, including changesin federa agricultura
policy and pricing programs, domestic food programs, environmental legislation, and international
trade. This approach has been used to assess agricultural market changes for both livestock and
crop commodities (AFPC, 1999 and 2000; Skinner, 1981). Studies conducted by Heimlich and
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Barnard (1995), Outlaw et a. (1993), Christensen et a. (1981), and DPRA (1995) have used the
representative farm approach to evaluate the financial impact of implementing management
measures and installing animal waste systems on livestock CAFOs. A representative approach has
been used to evauate financial impacts in rulemakings where actua facility level data were not
available (DPRA, 1995).

A representative approach provides a means to assess average impacts across numerous
facilities by grouping facilities into broader categories to account for the multitude of differences
among animal confinement operations. Use of this approach is considered necessary to account
for differences in performance among farming operations.

Costs to manage animal waste are site specific and depend on the waste disposal and
storage requirements of an individual operation. Estimates of the range of potential coststo
operations show that costs may vary with respect to equipment and maintenance procedures
necessary to meet regulatory requirements (USGAO, 1995; Fleming et a., 1997; Bennet et dl.,
1992). The ability of an operation to absorb these costs may vary across producers. For
example, the number of animals raised or housed on site directly affects the magnitude of total
costs; however, afacility’ s size can also influence an operation’s ability to pay. Many studies
suggest that thereis a statistically positive relationship between farm size and per-unit production
costs, such that as farm size (number of animals) increases, costs per-animal are generally lower
(Perry and Green, 1999; Van Arsdall and Nelson, 1985; Kumbhakar et al., 1989; Purdy et al.,
1997; Weersink and Howard, 1991; Lazarus, et a., 1999). This may result in lower per-unit
capital costs and create a relative advantage among larger operations.

Previous studies have also noted that on-farm improvement costs may vary by farm
production region (Westerbarger and Letson, 1995; Outlaw et al., 1993). Regional differences
may also affect farm financial performance and may influence an operation’s ability to pay for
these improvements (Outlaw et ., 1993; El-Osta and Johnson, 1998). Specific requirements for
handling livestock and poultry manure may vary because conditions differ across farms and among
producing regions (NMPF, 1996). Compliance costs may be higher in some regions than in
others, depending on the types of technologies that may be required to manage waste and on
various site-specific farmland characteristics. Such factors include topography, climate, average
rainfall, soil type and conditions, underlying rock formations, and local evaporation rates. For
example, producersin regions with limited cropland on which to apply manure may face higher
disposal costs. Producers that are located near targeted or vulnerable waterways may aso face
higher costs.

A literature review of the research that examines the potential for size and scale economies
in these industries, among other factors that contribute to differences in farm performance among
producers, is available in the rulemaking record (ERG, 2000d—see DCN 70641).

At various stages in the proposed rulemaking, EPA has presented its proposed
methodological approach to USDA personnel and to researchers at various land grant universities
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for informal review and feedback (Foster, 2000a; Johnson et al., 1999a and 2000a; USDA, 1999;
USEPA, 1999b and 1999c; V ukina, 2000). The Development Document (USEPA, 2000a)
documents additional review of EPA’s cost models. (See Section XI1 of the preamble for a
summary of EPA’s outreach activities; additional information is available in the rulemaking
record.)

4.2.2 Construction of EPA’'sMode CAFOs

EPA’s model CAFOs are devel oped to conform to a representative farm approach. These
model CAFOs reflect average conditions for selected groups of CAFO operations. EPA’s model
CAFOs consist of two major modeling components. cost models and financial models.

Three factors are recognized to have a mgor impact on the way CAFOs operate and
therefore are assumed as key factorsto differentiate the individual model CAFOs. These factors
include: (1) commodity sector (beef, ved, heifers, dairy, hogs, broilers, layers, turkeys), (2) farm
production region, and (3) facility size (based on herd or flock size or the number of animals on
site). Both EPA’s cost models and financial models are differentiated by sector and select region
and size group.

The CAFO models EPA uses for this analysis represent the interface between alarger
number of cost models and a smaller number of financial models. Fewer financial models are
developed because of data availability issues (discussed in detail in Section 4.2.3). The cost
models are able to accommodate a number of additiona distinguishing factors compared to the
financial models. EPA’s cost models can divide sectors into various subsectors (e.g., hogs are
divided into grow-finish and farrow-finish operations, and egg layers are divided into operations
that utilize liquid and dry manure management systems). The cost models aso provide more
refined production regions (e.g., five regions as opposed to two) and additional facility size
representations. Furthermore, the cost models can account for the type of animal production
facility, the availability of crop and pasture land to land apply manure nutrients, farmland
geography, and existing state regulatory requirements, as well as reflect cost differences within
sectors based on manure composition, bedding use, and process water volumes. For more
detailed information on the cost models EPA uses for this anaysis, see the Devel opment
Document (USEPA, 2000a).

The sections below highlight the three primary factors (sector, region, and size group) that
can be differentiated by both the cost models and the financial models and briefly discuss how
model CAFOs are distinguished by these factors. Additiona details on the development of the
model CAFOs are presented in Sections 4.2.3 and 4.2.4.
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4.2.2.1 Livestock and Poultry Sectors

EPA’s model CAFOs cover the following livestock and poultry sectors:
# Fed beef cattle operations

# Vead operations

# Heifer operations

# Dairy farms

# Hog farms, including grow-finish and farrow-finish operations

# Egg laying operations, including facilities with both liquid and dry manure
management systems

# Broiler operations
# Turkey operations

EPA’s cost models distinguish al these sectors and subsectors. The financial models,
however, are based on USDA data that are collected across all beef, dairy, hog, egg laying,
broiler, and turkey sectors. These data do not distinguish finances at various subsector levels
within these sectors, for example, at the level of grow- versus farrow-finish operations in the hog
sector, or fed cattle versus stand-alone veal or heifer operations in the cattle sector.

4.2.2.2 Farm Producing Regions

As a starting point for determining the relevant farm production regions for its model
CAFOs, EPA refersto USDA’sten farm regions (Figure 4-1). EPA’s cost models aggregate
USDA'sregions into five broad production regions for the purposes of estimating costs: Midwest
(MW); Central (CE); Pacific (PA); Mid-Atlantic (MA); and South (SO).® The financial models,
however, cannot distinguish this many regions per sector because available USDA financial data
do not alow for aggregation at this level of detail.* Therefore, two regions are represented by the
model CAFOs per sector, representing the major production regions for each sector.

3Information on these regional groupingsis provided in the Development Document (USEPA, 2000a).

4Aggregation of datainto broader regional groups is necessary to ensure the confidentiality of USDA’s
respondent level survey data and to maintain a statistically representative sample of survey data.
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3 — Southern
b Flains

Figure4-1. USDA Farm Producing Regions
Source: USDA/ERS, 2000a.

Table 4-1 shows the regions represented by the model CAFOs for each sector.
Section 4.2.4 discusses in more detail how the model CAFO regions relate to the ten USDA
regions. CAFOsin regions other than the two major production regions in each sector are
allocated to the two major regions on an equally weighted basis (i.e., within each sector, 50
percent of CAFOs in regions other than the two primary production regions are assigned to one
major production region and the other 50 percent are assigned to the other). The only exceptions
are the vedl, heifer, and wet layer sectors, which are modeled using only one region each due to
limited data and information on these subsectors.

4.2.2.3 Facility Size

EPA establishes its model CAFOs based on three broad facility size groups. CAFOs with
more than 1,000 AU;> CAFOs with between 500 and 1,000 AU; and CAFOs with less than 500
AU. For most sectors, EPA’s model CAFOs generally distinguish between two facility sizes
within each group, i.e., “Large 1" and “Large 2" operations among CAFOs with more than 1,000
AU; and “Medium 1" and “Medium 2" operations among CAFOs with between 500 and 1,000

°As defined for the proposed CAFO regulations, one AU is equivalent to one slaughter or feeder cattle,
calf or heifer; 0.7 mature dairy cattle; 2.5 hogs (over 55 pounds) or 5 nursery pigs; 55 turkeys; and 100 chickens
regardless of the animal waste system used.
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Table 4-1: Model CAFOs by Sector, Size, and Region (Size Ranges and Average I nventory)

Medium 1(a) | Medium 1(b) Medium 2 Largel Large?2
Sector Region
300-1000AU >1,000 AU
Fed MW, 300-500 500-1,000 1,000-8,000 >8,000
Cattle CE (455) (777) (1,877) (30,003)
Veal MW 300-500 (400) >750 (540)
Dair PA, 200-350 525-700 >700
y MW (235) (460) (1,419)
Heifers MW 300-500 (400) 750-1,000 (750) | >1,000 (1,500)
MA 750-1,250 1,250-1,875 1,875-2,500 2,500-5,000 >5,000
(814) (1,460) (2,152) (3,444) (13,819)
Hog: FF
MW 750-1,250 1,250-1,875 1,875-2,500 2,500-5,000 >5,000
(846) (1,518) (2,165) (3,509) (17,118)
MA 750-1,250 1,250-1,875 1,875-2,500 2,500-5,000 >5,000
Hog: (900) (1,422) (2,124) (3,417) (10,029)
GF MW 750-1,250 1,250-1,875 1,875-2,500 2,500-5,000 >5,000
(963) (1,521) (2,184) (3,554) (8,893)
Layers: o 9,000-30,000 >30,000
Wet (3,624) (86,898)
My | 30.000-41,700 | 41,700-62500 | 62,500-180,000 | 180,000-600,000 | >600,000
(32,375) (44,909) (97,413) (293,512) (884,291)
Layers:
Dry so | 30.000-41,700 | 41,700-62,500 | 62,500-180,000 | 180,000-600,000 | >600,000
(37,906) (52,582) (97,484) (279,202) (1,229,095)
MA | 30.000-40,000 | 40,000-60,000 | 60,000-90,000 | 90,000-180,000 >180,000
(36,634) (51,362) (73,776) (117,581) (281,453)
Broilers . 30,000-40,000 | 40,000-60,000 | 60,000-90,000 | 90,000-180,000 >180,000
(36,796) (51,590) (73,590) (115,281) (303,155)
MA, | 16,500-25,700 | 25,700-38,500 | 38,500-55,000 >55,000
SO (18,539) (31,267) (45,193) (97,111)
Turkeys | ma, | 16,500-25.700 | 25,700-38.500 | 38,500-55,000 >55,000
MW (18,092) (30,514) (45,469) (158,365)

Source: USEPA, 2000a. Shaded cells indicate model CAFO not developed. Values shown in parentheses are the average
number of animals (inventory) assumed for each model CAFO. EPA’s model regions cover USDA farm regions (Figure 4-1):
Beef/Veal/Dairy/Heifer: Midwest (MW)-N. Plains, Lake States, Corn Belt, Northeast, Appalachia; Central (CE)— Mountain, S.

Plains, Delta States, Southeast; Pacific (PA)-Mountain, S. Plains, Delta States, Southeast.
Hogs: Mid-Atlantic (MA)-Northeast, Appalachia; MW—Northern Plains, Lake States, Corn Belt.
Layers/Broilers: South (SO)-Northeast, Appalachia, Mountain, S. Plains, Delta States, Southeast, Mountain, Pacific; Midwest
(MW)-N. Plains, Lake States, Corn Belt; Mid-Atlantic (MA)—Northeast, Appalachia, Delta States, Pacific; S. Plains,

Mountain.

Turkeys: MW-N. Plains, S. Plains, Pacific, Mountain, Lake States, Corn Belt; MA—Appalachia, Delta States, NE and SE.
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AU (“Medium” operations are further differentiated between CAFOs with between 300 and 500
AU). Facility size categories vary by sector; the average number of animals represented by each
model CAFO is based on typical inventory estimates that are common for that sizerangein a
particular sector. Table 4-1 shows the range of facility sizes and the average number of animals
associated with this range that EPA assumes for this analysis for each model CAFO. Seethe
Development Document (USEPA, 2000a) for more information on the development of the model
sizes shown in the table.

Data limitations restrict the number of facility size categories available for EPA’s financial
models. However, aswill be discussed later, EPA uses the available data to derive estimates of
financial datafor the given sizes of model CAFOs and to match financial models to cost models
for each model CAFO shown in Table 4-1.

EPA develops the costs to confinement operations with less than 300 or 500 AU that may
be designated as CAFOs by scaling the estimated compliance costs for the available "medium™ and
"large" CAFO models. (See Section 2 for information on expected designated facilities under
each co-proposed alternative.) The resulting costs—derived on a per-head basis—are adjusted
by the average head counts at operations with fewer than 500 AU or 300 AU to derive the
annualized per-facility compliance cost. Costs for CAFOs with fewer than 500 AU or 300 AU
assume that these operations have sufficient cropland for all on-farm nutrients generated
(identified in the cost model as Category 1 costs). More detailed cost information is provided in
the Devel opment Document (USEPA, 2000a).

4.2.3 Sourcesof Datafor EPA’'s Modd CAFOs

For this analysis, EPA isrelying on existing data sources and expertise provided by
USDA, industry, state agriculture extension agencies, and various land grant universities® Two
major sources of farm level datainclude USDA’s Census of Agriculture and USDA’s ARMS.
These databases provide farm level descriptive and financial data and are used to develop
representative model CAFOs for EPA’ s cost and economic impact assessment. USDA’s Census
of Agriculture and ARMS databases are compiled from farm surveys conducted by USDA that
contribute to long-standing data summaries of the U.S. farm sector.

The Census and ARMS databases are maintained by USDA, which periodicaly publishes
aggregated data from these databases and also compiles customized analyses of the data for
members of the public and other government agencies. The data EPA usesfor this analysis are
produced as a customized analysis, and are compiled with the assistance of staff at USDA’s
National Agricultural Statistics Service (NASS) and USDA’s Economic Research Service (ERS).

®In past ELG rulemakings, EPA has exercised its legal authority under Section 308 of the Clean Water
Act and has conducted an industry-wide survey of all affected facilities to obtain actua facility level business and
financial information.
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In providing such analyses, USDA maintains a sufficient level of aggregation to ensure the
confidentiality of an individual operation’s activities or holdings.

The Censusisthe primary data source used to depict general (nonfinancial) farm
conditions for EPA’s model CAFOs and serves as the basis for estimating the range of compliance
costs that may be incurred by CAFOs under the proposed regulations.” In subsequent stages of
the economic analysis, EPA uses estimates of the number of affected CAFOs to extrapolate the
results of impact analyses to the national level and to aggregate costs across all sectors and
nationally. A more detailed description of the Census data and how these data are used to
develop EPA’s model CAFOs are provided in the Development Document (USEPA, 2000a).

The ARMS database is the primary source of farm financial data used to assess the
potential CAFO level economic impacts. Other sources of data also contribute to this analysis as
described in this report.

The following sections focus on EPA’s use of the ARMS data, since these data are the
primary source of financial data used to anayze CAFO level economic impactsin EPA’s
representative farm approach. Section 4.2.3.1 provides an overview of the ARMS data,

Section 4.2.3.2 discusses the special compilation of data ERS made available to the public, and
Section 4.2.3.3 presents a genera discussion of which level of ARMS data aggregation was used
to develop each of the model CAFOs.

4.2.3.1 Overview of ARMS Financial Data

The ARMS is USDA'’s primary method for collecting data covering a broad range of
issues about agricultural production practices and costs. These data provide the only national
perspective on annual changesin the financial conditions of production agriculture (USDA/ERS,
2000a). The ARMS isan annual survey conducted using a probability sample, which in 1997
included information from 11,724 surveyed farms nationwide. The sample survey is hand-
enumerated by trained personnel. USDA extrapolates the data from the sample survey to
represent farming and ranching operations in the 48 contiguous states. These national level data
are published in a series of annua and periodic reports, such as USDA ERS's annual
compendiums on farm cost of production and also farm financia performance (data formerly
identified as the Farm Costs and Returns Survey data).

"EPA uses available Census data to characterize the animal feedi ng sectors and provide information on a
range of factors, including the number of feedlot operations, how these operations are distributed geographically,
and general size ranges for these operations. Other farm production data reported in the Census are used to
compare the amount of cropland available to land-apply manure nutrients generated relative to crop need. These
latter calculations were provided with the assistance of researchers at USDA’s Natural Resources Conservation
Service (NRCS). For more information, see the Development Document (USEPA, 2000a).
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To develop areasonably complete financial model of a representative CAFO, information
on farm assets and liabilities (balance sheet information) and revenues, costs, earnings, taxes, and
net income (income statement information) is required at aminimum. The ARMS data generally
provide breakouts of critical financial line items that are required to construct a financial profile of
the representative CAFOs. ARMS data provide USDA with the means to compile complete
income statements and balance sheets from surveys of operationsin each of the mgjor farming
sectors.®? Thisfull financial accounting is a major advantage, since no other sources of farm
financia data are as complete.

The Census does collect some financia data, but they are not sufficiently detailed to
construct financial models. Complete income statement information is not available from this
source, since most survey respondents do not fully report revenue and cost information, thus
requiring that USDA impute missing values. Complete balance sheet data are also not available.

Information available in the ARMS data includes:
# Income statement information. Revenue and expense data include:

- Gross cash income—includes livestock and crop sales (including net
Commodity Credit Corporation loan proceeds), government payments, and
other farm-related income.

- Cash operating expenses—includes variable expenses such as livestock,
feed, seed, fertilizer, and hired labor, and fixed expenses including land,

insurance, and property taxes.

- Net cash income—qgross cash income minus variable and fixed cash
operating expenses.

- Net farm income—includes gross cash income minus variable cash
expenses, fixed expenses, depreciation charges, and labor noncash benefits,
plus the value of inventory change and non-money income.

# Balance sheet information. Asset and liability datainclude:

- Current assets—such as farm inventory and purchased inputs, excluding
noncurrent assets (such as breeding animals and farm equipment).

- Current liabilities—such as accounts payable, excluding noncurrent
ligbilities (such asrea estate).

8Farms are classified by sector based on the source of 50 percent of its annual farm revenue (McElroy,
1993). For example, afarm is defined as a hog operation if it generates 50 percent of its farm sales from hogs.
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- Total farm assets—includes current and noncurrent assets (such as
investment in cooperatives, land and buildings, breeding herd, and farm
equipment).

- Total farm liabilities—includes current and non-current liabilities (such as
real estate and debt other than real estate).

# Financial ratios. Indicators of farm financia health include measures of liquidity
(current ratio), solvency (debt-to-asset ratio), profitability (return on assets and
return on equity), and other measures of financia efficiency.

A copy of theincome statement and bal ance sheet summary information received from
ERS is contained in the rulemaking record (USDA/ERS, 1999a—see DCN 70063). See Sections
6, 7, and 8 for examples of the available data by sector.

With the ARMS data, farm operations can be classified (grouped or typed) in many ways
based on the information collected on the survey. ERS usually reports the data by farm typology,
which divides farms into small farms (limited-resource, retirement, residentia or lifestyle, low
sdles, and high sales) and other farms (large family farms, very large family farms, and non-family
farms). An aternative method of typing is by farm business (Ilegal) organization as reported by
the respondent. The mutually exclusive categories for thisitem include individual proprietorship,
partnerships, family corporations, non-family corporations and other. Farms can also be grouped
by the occupation of the operator. The categories for operator occupation include farming, hired
manager, non-farm work, and retired. The ARMS data also provide other farm typology data
useful for financia characterization. Thisinformation includes afarm classification, devel oped by
USDA’sERS, that separates U.S. farms into mutually exclusive and homogeneous groups based
on lega organization of family farms by proprietorships, partnerships, and family corporations
that are not operated by a hired manager. USDA'’s farm typology groups are shown in Table 2-2.

Data on both family and nonfamily farms are included in the ARMS data (USDA/ERS,
2000b and 1999a). (See Table 2-2 and Figure 2-1.) USDA’sfarm typology data also provide
information on animal ownership based on the percentage of animals raised at the farm site that
are owned or not owned by the farmer (e.g., raised under contract for another business entity)
(USDA/ERS, 1999a). Thisinformation isuseful for understanding the average data that include
all the different farm structure types that are captured in the aggregated ARMS data for each
livestock and poultry sector.

An advantage of the ARMS data is that data collected for 1997 include information on the
total number of farms and the total number of animalsin the sample set. Data of the total number
of animals and farms in the 1997 ARMS data set correspond to the financial data compiled by
ERS for each aggregated data grouping by commodity, production region, and facility size
groups, described in Table 4-2 (USDA/ERS, 1999a—DCN 70063). The match between average
financial information and total numbers of farms and animals allows EPA to calculate average
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financial data on a per-animal basis for each sector. Section 4.2.4.2 discusses how EPA converts
the ARMS financial data onto a per-animal basis to construct its model CAFOs.

The ARMS revenue data are separable by enterprise (livestock and crops), as well as other
farm-related income and government payments. Off-farm revenue is not included in the ARMS
data used by EPA for this anaysis, as described previously under revenue definitions for “Income
statement information.” However, the ARMS operating expense data are not separable by
enterprise (e.g., buildings, labor and equipment for crop versus livestock production), but
represent average production costs for an operation as awhole. This generaly limits the types of
analyses that EPA may conduct using these data for its regulatory impact analysis.

The main limitation of survey data sets, including the ARMS data, is that they reflect
average financial conditions across an entire sector and may not be representative of certain
subsectors within that sector. For example, as discussed in Section 2.2, ARMS financial data are
mixed across farms that graze animals and ones that grow animals under confinement. The cost
structures between these types of operations may vary depending on differences in expenditures
for production inputs, such as feed, labor, equipment, land, and buildings. USDA’s dataare aso
mixed across operations where farming is not the major occupation of farm operator (e.g.,
noncommercial, part-time operations). The inclusion of all types of operations—noncommercial,
higher cost producers, as well as smaller scale production units—may result in the average
financial statistics being too low to be representative. In particular, the inclusion of
noncommercial farms, when expressed across al farms, will result in alower average annua gross
and net income than would be the case if noncommercial farms were excluded from the data
(USDA/ERS, 19964). The ARMS data are representative of the population, which contains more
smaller-sized operations and fewer larger-sized operations. As aresult, the data may be less
representative of the types of larger scale operations that would be affected by the proposed
CAFO regulations.

In genera, the inclusion of financial information on the vast range of operations may result
in lower average data such that the revenue and cost data that are used for this analysis are lower
even higher. This possibility is not very problematic since this would mean that EPA’s analysisis
overly conservative. Of more concern are those cases where use of average data may understate
the effects of compliance by overstating a CAFO'’ s baseline financia conditions and its ability to
pay for on-farm improvements under the proposed regulation (i.e., concluding that a model
CAFO is able to afford the estimated regulatory costs when, in fact, it cannot). Examples where
financia conditions may be overstated may include facilities that may perform below the USDA
average (e.g., contract growers) and operations with little available land that are represented by
the average debt-to-asset ratios reported by USDA. Section 4.2.4.5 discusses how EPA matched
up the number of CAFO cost models to the limited number of available financial models. EPA
addresses concerns about the limitations of the financia data, in part, by undertaking extensive
sensitivity analysis of the model CAFO results, which is presented in Appendix D. Variance
anaysis of the ARMS financid datais not available.
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Table 4-2. EPA-Requested ARM S Data for Model CAFOs by Sector

Size, and Region

Number of Animals EPA-Requ_eﬂed USDA Farm Producing Cost
Sector Aggregations Renions Reor esented M odél
“Sna]l” HMwium” HLargeH (R%ions) @ m Match
u.Ss. Average U.S.
S. Plains (SP) Southern Plains CE
Beef <200 200 to 800 >800
Mt./Plains (MP) Northern Plains + Mountain MW
All Other U.S. less other regions
u.s. Average U.S.
South (SO) Southern Plains + Delta + SE
West (W) Pacific + Mountain PA
Dairy <100 100 to 500 >500 Mid Atlanti
1d-Atlantic .
(MA) Northeast + Appalachian
Midwest (MW) Lake St. + Corn Belt + N. MW
Plains
u.s. Average U.S.
Mid-Atlantic .
Hogs <800 800 to 52,500 (MA) Northeast + Appalachian MW
2,500
Midwest (MW) LaKeSt.+Corn Belt + N. MA
Plains
| to 120,000 | ~120:000
(layers) | 10120, Southwest (SW) | S. Plains + Pacific + Mountain
Layers
Broilers East (E) NE + Appalachian + Delta+ SE | SO
<30,000 30,000 >090.000
(broilers) | to 90,000 ' Midwest (MW) Lake St. + Corn Belt + N. MW
Plains
u.s. Average U.S.
: Pacific + Mountain + Lake St. +
10,000 West/Midwest :
Turkeys | <10,000 {0 40,000 >40,000 (WIMW) Cor_n Belt + N. Plains+ S. MW
Plains
East (E) NE + Appalachian + Delta+ SE | SO

Source: USEPA, 2000a and USDA/ERS, 1999a. USDA'’s Farm Producing Regions shown in Figure 1; region

names for EPA’s CAFO cost models are defined in Table 4-1. EPA aggregations of USDA regions (as indicated)
are used to avoid disclosure of ARMS data. Shaded cells indicate model CAFO not devel oped.
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EPA investigated severa other potential sources of farm level financia information before
deciding to use the ARMS data. As already discussed, cost and revenue data in the Census are
unsuitable for developing EPA’s model CAFOs since they do not provide complete financial
information. Other frequently used sources of financial data, such as Robert Morris and
Associates (RMA) and Dunn & Bradstreet, are not useful for EPA’s analysis because they do not
provide detailed farm financial statistics and corresponding information on facility size, such as the
number of animals raised on site, which is needed to present revenue data on a per-animal basis
(which is essential for scaling the financial models to match cost models as explained in Section
4.2.4). An dternative approach that is commonly used by the land grant universities is to consult
an “expert panel” or “focus group” that would consist of state or regional extension speciaiststo
compile representative, regional financial budgets for each sector. EPA decided not pursue this
approach since it is common practice at the Agency to rely on statistically validated data obtained
from survey questionnaires; also, such an aternative approach would have been time and resource
intensive.

EPA aso obtained financial information from industry. In particular, the Nationa
Cattlemen’s Beef Association (NCBA) provided aggregated summary information on financial
conditions at cattle feeding operations based on responses to a survey questionnaire of its
membership. Although not intended as a statistical and conclusive financia analysis, these data do
provide a summary of information gathered and submitted on a voluntary basis by individua
feedyards throughout the nation. Thisinformation is useful to EPA sinceit allows the Agency to
evauate how well the ARMS data for cow and calf operations represent conditions at cattle
feedyards. More information on these data and how EPA uses these data is provided in Section 8
of this report.

Finaly, EPA aso explored a modeling approach that calculates the amount of livestock
revenue that is likely to be generated for each representative CAFO based on key market data,
including the USDA -reported price received by producers for raw farm output and average yield,
expressed either as animal weight at slaughter or the volume of milk or number of eggs produced
annually. For farms producing meat animals, the model also accounts for the number of
“turnovers’ or annua marketing cycles, representing the total number of meat animals produced
and sold for daughter in afull year cycle. (More information on this approach is provided in the
rulemaking record, see USEPA, 2000e and Appendix J of docket item DCN 93080) EPA did not
use this approach because it most likely understates financial conditions at CAFOs. This
approach cannot account for income from crops or other secondary livestock raised on site, nor
can it account for other supplemental income, such as other farm-related revenue and government
payments.

4.2.3.2 Special Compilation of Representative ARMS Data

Aggregated ARMS data are readily available through periodic compendiums published by
USDA. In generd, these publications provide financia information on atotal, nationa basis
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across al farms for four aggregated sectors only: beef, dairy, hogs, poultry (which combines all
broiler, turkey, and egg laying operations). However, the underlying ARMS database compiled
during 1997, in conjunction with USDA efforts to collect the Census, contains more detailed
information. These data can be grouped to show differences among farms by factors such as
facility size and production region. Data are also available on average end-of-year farm
inventories for a particular size and regional group. The 1997 ARMS database also allows for the
breakout of data for the poultry category across the broiler, turkey, and egg laying sectors.

To depict financia conditions for selected representative farm groups, EPA requested that
USDA provide the 1997 ARMS data on a more disaggregated basis than that found in the
published data. As previoudy noted, USDA periodically publishes summary data from the ARMS
database and provides customized analyses of the data to the public and other government
agencies. The requested ARMS data summaries were compiled with the assistance of staff at
USDA’s ERS, who performed special tabulations of the data to differentiate the financial
conditions among farms by selected facility size categories and by primary producing region for
each sector. ERS developed a methodology for identifying farms likely to be CAFOs based on
reported survey information, and developed estimates of animal units on these operations based
on reported data. Given these estimates, farms were grouped into animal unit size categories and
provided to the EPA and other government agencies.

All data provided to EPA are sufficiently aggregated to ensure the confidentiality of an
individual farming operation and to maintain the statistical representativeness of the sample data.

Initially, EPA requested these representative data for the U.S. and for each of the USDA
farm producing regions shown in Figure 4-1. However, data are not available at this level of
aggregation for each of the sectors and size groups requested. Table 4-2 shows the facility size
and production regions ultimately requested by EPA. The table also shows that the ARMS
database supports data disaggregation across three broad size categories only, roughly but not
exactly matching EPA’s model CAFO groups. With some exception, data obtained by USDA fall
into three facility size groups: CAFOs with more than 1,000 AU, CAFOs with between 300 and
1,000 AU, and CAFOs with fewer than 300 AU (Table 4-1). Even at thislevel of aggregation,
there are some sectors for which ERS is not able to release data for all sizes and regions requested
because of concerns about confidentiality and statistical representativeness. Where data at one
level of aggregation are not available, EPA uses data at higher levels of aggregation, as discussed
below in Section 4.2.3.3.

It is because of ARMS data disclosure limitations that EPA’ s financial models do not
exactly match EPA’s cost model across the range of regions and facility sizes represented in the
costs models. In spite these limitations, the average U.S. (published) data and the representative
level data (the disaggregated data provided by ERS and used as the basis for the representative
farm approach) are instrumental in the development of EPA’s model CAFOs. EPA uses these
data, along with accompanying farm descriptive data, to construct the model CAFOs as discussed
in Section 4.2.4.
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4.2.3.3 ARMS Data Aggregations for Model CAFOs

Generally, EPA uses the ARMS data associated with the applicable sector, size, and
region to characterize amodel CAFO’ sfinancia situation. 1n some cases, however, USDA did
not disclose representative farm data for a particular size or region for a sector. In other cases,
EPA judged certain disclosed data as potential outliers that would likely understate the impact to

afacility.

Table 4-2 lists the available representative farm breakouts of the ARMS data. For those
sectors where representative financial data are not disclosed by USDA, EPA uses nationa level
datafor its model CAFOs, usualy specified for a particular size group. Sectors for which
representative financia data (gross and net cash income) are not disclosed include (USDA/ERS,

1999a):
#

#

Beef operations with >800 head in SP and “All Other” regions.

Dairy operations with >500 head in MW, MA, & SO; dairies <100 head in SO
region.

Hog operations with between 800-2,500 head in MA region.

Egg operations with >120,000 and between 90,000 and 120,000 birds (US, E,
SW, MW).

Broiler operations, al facility sizesin SW region.
Turkey operations with >40,000 (US, SO, MW regions); operations with between

10,000 and 40,000 birds (MW region); operations with <10,000 birds (MW, SO
regions).

In afew cases, EPA hasjudged the disclosed representative level data (datafor a
particular sector, region, and size) to be potential outliers, based on a determination that the data
substantially differed from the national average. In these cases, EPA substitutes the reported data
with national level values, usually specified for a sector asawhole. Asaresult, these data may be
more reflective of national level conditions and less reflective of representative financial
conditions characterizing model CAFOs. In most cases, EPA’ s decision to substitute available
representative data with national level data for some sectors results in the use of amore
conservative input value, such that estimates of farm impacts would be higher than those
estimated using the representative level data (e.g., egg laying and turkey operations in the
Midwest and some hog and beef operations).

Table 4-3 summarizes the per-animal financia data derived by EPA using the 1997 ARMS
data and describes the criteria EPA used for selecting/omitting variables used for this analysis. As
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shown, in most cases data are substituted due to non-disclosure of data. In some cases data are
substituted because the ARMS data for a particular aggregated variable resulted in values with a
relative standard error (RSE) of more than 75 percent (indicated in Table 4-3 as “RSE >75%").
In general, data with a high RSE are not used. The only case where EPA uses ARMS data
despite an RSE of more than 75 percent was for turkey operations (U.S., All sizes); EPA uses
this data because limited useful data were disclosed for this sector. In the beef sector, national
data are substituted for regional data because either data are not disclosed or available data have a
RSE of more than 75 percent. National data are also used because of non-disclosure of data for
some regions in the dairy, hog and broiler sectors. National data are used for the layer and
turkeys sectors because a complete set of regional values at the different size categories are not
available; some of these data also have a high RSE (Table 4-3).

Table 4-4 d'so summarizes the data EPA uses, highlighting those data that are substituted
for thisanaysis. Thistableidentifiesthe level of USDA data aggregation used for each model
CAFO and indicates, where footnoted, which data are substitutes. Any other cells where “US’ or
“All” is shown indicate that substitutions are made to use available average national data or
average data across al facility size categories. In some cases, EPA uses sector level datato
depict conditions for a subsector within that commodity group.

In some cases, EPA has decided to use national average available data despite limited
available regional data because of notable differences between regions. For example, in the turkey
sector, total entity revenues average $26 per animal across al turkey operations in the Midwest
compared to $7 in the East region (Table 4-3). In the layer sector, total entity revenues average
$45 per animal across all egg operations in the Midwest compared to $13 in the East region
(Table 4-3).° In some cases these omitted data have an RSE of more than 75 percent. For both
the turkey and egg laying sectors, EPA substitutes national level datafor regional data. Use of
the national level datafor egg laying and turkey operationsin the Midwest may overstate the
impact to afacility; conversaly, use of national datafor egg laying and turkey operationsin the
East may understate the impact to afacility.

In the case of hogs, EPA justifies sizable regional per-animal differences because of
additional information on the reported percentage of animal (Table 4-3). For example, in the
Mid-Atlantic, total entity per animal at hog operations in the Midwest are estimated at $80 to
$170 per animal, depending on facility size, compared to $230 to 300 per animal in the Midwest
region. Animal ownership by hog operators is more than 60 percent at operations in the Mid-
Atlantic (Table 4-3) where overall revenues are likely lower due to lower prices paid to contract
growers who comprise the bulk of production. Thisis compared to under 20 percent at
operations in the Midwest where overall revenues are likely higher due to higher prices paid to

0One explanation is that operations in the East may have lower overall farm revenues due to alarger
number of contract growers compared to the Midwest where average revenues are higher and where contract
growers constitute a small share of production (as indicated by datain Table 4-3).
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Table 4-3. EPA-derived Per-Animal Financial Data from the 1997 ARM S Data

! . Total [Livestock| Total % Not .
Sector |Size|Region Revenue| Revenue | Expenses NetCash own Explantion
All US | $1,060 $503 $916 $144 4.7%
L us $862 $512 $606 $256 3.9% [Substitute data (Table 4-5 and 4-6)
M us $535 $329 $455 $79 6.9% [Substitute data (Table 4-5 and 4-6)
S US | $1,074 $463 $947 $127 4.2%
All Us | $1,012 $513 $821 $190 7.8%
Becf L MP $854 $479 $532 $322 d Data used (Table 4-5 and 4-6)
M MP $502 $340 $421 $81 6.9% |Data used (Table 4-5 and 4-6)
S MP | $1,097 $470 $918 $178 8.7%
All SpP $718 $440 $683 $35 4.6% |Datanot used; RSE >75%
L SP d d d d d Data not disclosed
M SpP $461 $357 $417 $44 10.6% |Data not used; RSE >75%
S SpP $710 $398 $687 $23 2.9% |Datanot used; RSE >75%
All Us | $2,573 | $2,279 $2,086 $487 1.4%
L Us | $2,613 | $2,470 $2,178 $435 0.1% [Substitute data (Table 4-5 and 4-6)
M US | $2,524 | $2,239 $2,058 $466 1.7%
S US | $2,584 | $2,172 $2,041 $543 2.2%
All W $2,672 | $2,473 $2,300 $372 0.3%
L W $2,567 | $2,412 $2,166 $402 0.0% |Dataused (Table 4-5 and 4-6)
M W $2,343 | $2,166 $2,118 $225 1.4% |Data used (Table 4-5 and 4-6)
Dai S W $6,786 | $5,540 $6,221 $565 0.5%
ary fan] mw [s2584 [ $2207 | 2048 | 9535 | 2.0%
L MW d d d d d Data not disclosed
M | MW | $2,498 | $2,250 $2,054 $444 0.6% |Data used (Table 4-5 and 4-6)
S | MW | $2,620 | $2,148 $2,022 $598 3.0% |Dataused (Table 4-5 and 4-6)
All | MA | $2561 | $2,218 $1,965 $595 2.5%
L MA d d d d d Data not disclosed
M MA | $2,866 | $2,358 $2,138 $728 4.5%
S MA | $2,283 | $2,036 $1,793 $490 1.1%
All us $363 $213 $293 $70 27.6%
L us $185 $141 $144 $41 37.6%
M us $297 $187 $233 $64 20.5%
S us $644 $328 $533 $110 20.9%
All | MW $377 $228 $301 $76 17.9%
Hoas L MW $229 $186 $182 $47 16.8% |Data used (Table 4-5 and 4-6)
9 M | MW $304 $193 $238 $66 17.9% |Dataused (Table 4-5 and 4-6)
S | MW $606 $307 $487 $119 19.1% |Data used (Table 4-5 and 4-6)
All | MA $174 $102 $144 $31 66.3% |Substitute data (Table 4-5 and 4-6)
L MA $34 $47 $52 $31 80.3% |Dataused (Table 4-5 and 4-6)
MA d d d $0 d Data not disclosed
S MA $383 $232 $352 $31 36.5% |Data not used; RSE >75%
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Table 4-3. EPA-derived Per-Animal Financial Data from the 1997 ARM S Data (continued)

Sector |Size|Region R-el,—\?;?lue LRI\;/%OSQ( E)Ltgnalsa NetCash fgll\lv(;t Explantion
All | US $1.9 $0.5 $1.4 $0.5 97.6%
L us $1.1 $0.2 $0.6 $0.5 92.2% |Substitute data (Table 4-5 and 4-6)
M us $1.5 $0.2 $0.9 $0.6 96.3% |Substitute data (Table 4-5 and 4-6)
S us $10.9 $4.4 $10.9 $0.0 99.6% |[Data not used; RSE >75%
All | East $1.5 $0.2 $1.0 $0.5 97.9%
Broilers L East $1.2 $0.2 $0.7 $0.5 99.5% |Dataused (Table 4-5 and 4-6)
M | East $1.4 $0.1 $0.9 $0.6 96.1% |Dataused (Table 4-5 and 4-6)
S | East $5.2 $1.6 $5.0 $0.2 98.7% |Data not used; RSE >75%
All | MW d d d d d Data not disclosed
L MW d d d d d Data not disclosed
M | MW d d d d d Data not disclosed
S | MW d d d d d Data not disclosed
All | US $24.6 $17.0 $20.6 $4.1 43.3% |Substitute data (Table 4-5 and 4-6)
L usS d d d d d Data not disclosed
M usS d d d d d Data not disclosed
S us $46.3 $27.7 $41.1 $5.1 83.5%
All | East | $13.0 $8.9 $11.7 $1.3 61.3% |[Data not used; RSE >75%
L East d d d d d Data not disclosed
LS T Bt | d d d d_ |Daanot disclosed
S | East | $165 $9.3 $17.1 ($0.5) 85.6% |[Data not used; RSE >75%
All | MW | $45.3 $33.2 $33.9 $11.4 | 28.7%
L MW d d d d d Data not disclosed
M | MW d d d d d Data not disclosed
S | MW | $140.8 | $97.7 $110.1 $30.7 65.3%
All | US $20.1 $16.6 $18.3 $1.8 70.0% [Substitute data; RSE >75%
L usS d d d d d Data not disclosed
M us $11.2 $6.5 $8.7 $2.5 83.1% |Substitute data (Table 4-5 and 4-6)
S us $4.9 $1.6 $3.5 $1.5 85.5% [Data not used; RSE >75%
US| East $5.8 $2.0 $4.5 $1.2 99.8%
L East d d d d d Data not disclosed
M | East $6.5 $1.4 $3.5 $2.9 ]100.0% |Value substituted w/ average US
Turkeys| S | East d d d d d Data not disclosed
All | MW | $26.3 $23.0 $24.3 $2.0 56.9% [Data not used; RSE >75%
L MW d d d d d Data not disclosed
M | MW d d d d d Data not disclosed
S 1 MW d d d d d Data not disclosed

Source: Derived by EPA using 1997 ARMS data. “%Not Own” = Percentage of animals not owned by the farmer.

4-25



Table4-4. ARMS Data Aggregation for Model CAFOs by Sector, Size, and Region

CAEOS CAFOs CAFOs CAFOs CAFOs CAFOs
Sector | Regions® <300 Medium 1(a) | Medium 1(b) | Medium 2 Largel Large?2
AU 300-1000AU >1,000 AU
Fed MW Beef US Medium Beef US Large
Cattle CE Beef MP Medium Beef MP Large
Dairy .
MW MW Dairy MW Medium Dairy MW
_ small Large
Dairy
PA Dairy West Medium Dairy W
Large
Heifer MW Beef US Medium Beef US
Large
Ved MW Beef U.S. Medium
MA Hog MA All Hog MA Large
Hog: Hog
FF MW MW Hog MW Medium Hog MW Large
Small
Hog: MA Hog MA All Hog MA Large
GF MW Hog MW Medium Hog MW Large
Layer: o
Wet SO Layer USAII
. MW
Layer: Layer USAIl ¥
Dry 0
MA Broiler US Medium ¥ Broiler US Large?
Broiler
SO Broiler East Medium Broiler East Large
MA
Turkey Turkey US Medium # TurkeyaIUS
MW Al

Source: USEPA, 2000a and USDA/ERS, 1999a. Descriptions of model CAFOs used for EPA’s CAFO Model.
Region names defined in Tables 4-1 and 4-2. Size groups by AU are approximate (see Table 4-2).

Shaded cells indicate model CAFO not developed. Cellswith “US’ or “All” indicate substitutions made based on
available average national data or average data across all facility size categories. The commodity sector indicated
in the cell is, in some cases, used to depict conditions at model CAFOs for a subsector of that commodity group.
¥Higher level of data aggregation substituted for suspected outlier.
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independent owner-operators. Contract hog growers comprise a smaller share of production in
the Midwest, as shown in Table 4-3.

Table 4-3 shows the reported ARM S revenue expressed both as average total entity
revenue and revenue from primary livestock sales only. The ARMS operating expenses data are
not distinguishable by business enterprise, but are total for the business (Table 4-3). EPA
recognizes that the mix of enterprises at operations and EPA’ s use of total entity revenue for this
analysis may affect the results of its analysis in some sectors and regions. To address this
concern, EPA conducted additional senditivity analyses related to the use of ARMS livestock
revenue data only versus total entity revenue, which is provided in Appendix D of this report.
Although annual revenue sources are distinguishable in the ARMS data, it is not clear that this
precisaly reflects an entity’ s different business enterprises. Producers generally make business
decisions taking into consideration all components of the business, some of which are
interdependent. For example, some livestock producers grow crops to offset feed costsin
addition to revenue considerations. EPA typically conducts analyses of regulated entities using
datafor a business entity as opposed to an individua product line at an entity.

ARMS financia data are not available for the different types of beef feedlot operations
(fed cattle, veal, heifer operations), hog operations (farrow-finish and grow-finish hog
operations), and egg laying operations based on manure management system used (liquid versus
dry). For thisanalysis, EPA uses available ARMS data for the broad commodity sector
categories. beef sector data are used for fed cattle, heifers, and veal; hog sector data are used for
farrow-finish and grow-finish operations; and egg sector data are used for layer operations with
both wet and dry manure systems. Refer to Table 4-2 for sector, size, and region designations
shown in the model CAFO cells.

For the purpose of this analysis and because of lack of other statistically validated survey
data, EPA usesthe ARMS data for beef operations to depict conditions at regulated cattle feeding
operations. Additional information on EPA’s use of ARMS data for this sector is provided in
Section 8 and in the rulemaking record (Stott, 2000a; USEPA, 2000n and 2000m; ERG, 2000b;
NCBA, 1999).

4.2.4 Development of the Financial Characterization of Model CAFOs

The following sections discuss the key financia variables EPA uses to assess post-
compliance impacts (Section 4.2.4.1), calculation of the key variables on a per-animal basis
(Section 4.2.4.2), calculation of present value of cash flow (Section 4.2.4.3), use of USDA’s
debt-to-asset ratios (Section 4.2.4.4), and construction of EPA’ s financial models used to depict
representative CAFOs (Section 4.2.4.5). Section 4.2.4.6 discusses some of the general limitations
of the farm financial data used to characterize model CAFOs for this analysis.
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When the individual components of the financial model are derived, EPA matches the
financial models to the cost models (described in Section 4.2.4.5). Thisintersection of financia
models and cost models forms the basis for the analysis of economic impacts using this
representative farm approach.

4.2.4.1 Key Financial Variables

For thisanalysis, EPA focuses on three financia measures that are used to assess the
affordability of the proposed CAFO regulations. These are: (1) total gross revenue; (2) net cash
income; and (3) debt-to-asset ratio. All are taken or derived from datain the 1997 ARMS data
summaries prepared by ERS and form the basis for the financial characterization of the model
CAFOs. These reported measures (at the level of aggregation shown in Table 4-4) are used
directly by EPA to represent baseline conditions at the model CAFOs.

Gross cash income is used to measure the ratio of compliance costs to sales (sales test).
EPA and others frequently have used a sales test to evaluate post-compliance impacts in previous
regulatory analyses (USEPA, 1987, 1994 and 1996; DPRA, 1995; USGPO, 1999; Heimlich and
Barnard, 1995). For thisanalysis, EPA uses average USDA-reported gross cash income for
representative farms, defined in Section 4.2.3.1, to evaluate post-compliance costs at model
CAFOs. Thismeasure includes total farm income from both an operation’s livestock business as
well as income from other sources, such as sales of crops and other secondary livestock on site.
Other farm-related revenue and government payments are also included. USDA’s farm revenue
data are available for 1997 only. To account for potential changes in farm revenue since 1997,
EPA conducted additional sensitivity analyses that are presented Appendix D.

The financia position of afarm can be calculated using either net cash income or net farm
income. Net farmincome is an effective measure of long-term profitability because it accounts
for capital replacement costs and non-cash business income (i.e., land, capital, and labor services).
Net cash income reflects current or short-term cash earnings. For this analysis, EPA uses cash-
based measures, for reasons cited in Section 4.2.5. The reported net cash income, or gross
income less operating expenses, is used as an estimate for cash flow to construct baseline per-
animal annual cash flow (Section 4.2.4.1) and baseline and post-compliance discounted cash flow
(Section 4.2.4.2).

The debt-to-asset ratio is a measure of acompany’s solvency and its ability to finance
regulatory costs through additional debt. This measure is calculated by USDA as the ratio of
business debt to business assets and reflects the share of assets owed to lenders. USDA usesa
combination of afarm’s net income and debt-to-asset ratio to classify the overal financia position
of afarm based on annual earnings and solvency (USDA/ERS, 1997a and 1997e). EPA also uses
the reported total farm assets and liabilities (assets divided by liabilities equal the USDA reported
debt-to-asset ratio) to construct post-compliance debt-to-asset ratios, as discussed in
Section 4.2.4.4.
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Section 4.2.5 provides additional information on how these financial variables are
evauated to demonstrate the economic achievability of the proposed CAFO regulations.

4.2.4.2 Calculation of Financial Variables on a Per-Animal Basis

ARMS financia data obtained from ERS include representative farm financial data and
corresponding summary information that match the reported average revenue to the total number
of farms and total number of animalsin the sample set. From these data, EPA converts the
relevant financial statisticsin the ARMS data to per-animal values for each model farm. Financial
data derived on a per-animal basis include gross cash income and net cash income.

Per-animal financial data are calculated by multiplying the average value of the reported
financial data per farm by the total number of farms (also obtained form the 1997 ARMS data)
and then dividing by the total number of animals, as follows:

Avg. Vaue($) = Avg. Value ($) per Farmy ) « Total # Farms;
Anima Total #Animals(i, 0
Where:
i animal sector

] selected representative size/region for that sector

The resulting per-animal calculations for the key financial variables are presented in
Tables 4-5 and 4-6. EPA derives these data from the ARMS database for calendar year 1997.
Descriptive farm data on the total number of farms and the total number of animals on those farms
reflect total farm inventory during that year. These data correspond exclusively to the average
income statement and balance sheet information for representative farms compiled by ERS. In
some cases, the data shown in the table are at a higher level of aggregation than the sector,
region, and size a CAFO model is representing because of data collection or disclosure issues or
because EPA judges the data to be possible outliers, as discussed in Section 4.2.3.3.

To establish consistency with the cost model outputs, EPA scales the financial data using
the same number of animals assumed for each of EPA’s cost models, whose outputs also are
expressed on a per-animal basis. This approach allows for greater accuracy by aigning the the
compliance costs incurred and revenues generated at afacility. This approach also allows for
more flexibility. Since the models are initialy expressed on a per-unit basis, EPA can readily use
financia datafor one CAFO model as a substitute for another smply by adjusting the number of
animals at afacility (assuming that per-unit costs and revenues between these representative
facilities may be considered similar).
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Table 4-5. Per-Animal Total Gross Revenue for Model CAFQOs, 1997

Revenue per Animal ($)
CAFOs CAFOs CAFOs CAFOs CAFOs
i CAFOs
Sector Region <300 Medium 1(a) | Medium 1(b) | Medium?2 | Largel Large?2
AU 300-1000AU >1,000 AU

MW $535 $862
Beef

CE $502 $854

MW $2,620 $2,498 $2,613
Dairy

PA $2,343 $2,567
Heifer MW $535 $862
Vea MW $535

MA $174 $84
Hog: FF

MW $606 $304 $229

MA $174 $84
Hog: GF

MW $304 $229
Layer: Wet SO $24.6

MW
Layer: Dry $24.6

SO

MA $1.5 $1.1
Broiler

SO $1.4 $1.2

MA
Turkey $11.2 $20.0

MW

Source: Derived from USDA/ERS, 1999a. Shaded cells indicate model CAFO not developed. See Table 4-4 for
level of data aggregation used for each model. Rounded to nearest dollars (beef, dairy, hogs) or nearest ten cents
(poultry). Size groups by AU are approximate (see Table 4-2).
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Table 4-6. Per-Animal Net Cash Incomefor Model CAFOs (One Year), 1997

Net Cash Income per Animal ($)
CAFOs CAFOs CAFOs CAFOs CAFOs
i CAFOs
Sector Region <300 Medium 1(a) | Medium 1(b) | Medium 2 Largel Large?2
AU 300-1000AU >1,000 AU
MW $79 $256
Beef
CE $81 $322
MW $598 $444 $435
Dairy
PA $225 $402
Heifer MW $79 $256
Ved MW $79
MA $31 $31
Hog: FF
MW $119 $66 $47
MA $31 $31
Hog: GF
MW $66 $47
Layer: Wet SO $4.1
MW
Layer: Dry $4.1
SO
MA $0.6 $0.5
Broiler
SO $0.6 $0.5
MA
Turkey $2.6 $1.8
MW

Source: Derived from USDA/ERS, 1999a. Shaded cells indicate model CAFO not developed. See Table 4-4 for
level of data aggregation used for each model. Rounded to nearest dollars (beef, dairy, hogs) or nearest ten cents
(poultry). Size groups by AU are approximate (see Table 4-2).
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In addition to providing modeling flexibility, agriculture sector analyses routinely express
costs and revenues as a unit metric, such as dollars per animal or dollars on a unit weight basis.
Expressing an increase in production costs on a per unit basis provides a quick assessment of the
potential effects of such increases on afarming operation, often without further analysis. For
example, in an anaysis of the economic impacts on livestock producers from wastewater and
runoff control requirements in coastal areas, incremental costs were reported on a per-animal
basis (Heimlich and Barnard, 1995; DPRA, 1995). The range of estimated costs—$17 to $49 per
dairy cow and $2 to $5 per hog—were determined to be affordable for producers (DPRA, 1995).
These assessments agree with other studies. In evaluating a range of technology optionsto
regul ate hog producers in North Carolina, researchers at North Carolina State University (NCSU)
have established a cutoff of $3 to $5 per marketed hog as being “ economically feasible,” implying
that per-head costs in excess of that threshold might be prohibitive (NCSU, 1999). Similarly,
researchers at Cornell University surveyed milk producersin New Y ork who indicated that they
would likely stay in business if they had to pay up to $50 per cow for environmental
improvements (Poe et al., 1999). EPA’s estimates of per-animal and per-facility costs for the
proposed regulations are provided in Section 6, 7, and 8 for each of the commodity sectors.

4.2.4.3 Calculation of Present Value of Net Cash Flow

The 1997 ARMS data are limited by the fact that they represent a snapshot of conditions
inasingle year and do not account for the expected variability of farm financia conditions over
time. To account for changes in an operation’s cash flow post-compliance, EPA estimates the
present value of projected farm earnings, measured as a future cash flow stream in 1997 dollars.
The present value of cash flow, also known as the discounted cash flow, or DCF, represents the
value in terms of today’ s dollars of a series of future receipts. EPA calculates baseline cash flow
as the present value of a 10-year stream of farm cash flow.

EPA projects future earnings over the period of the analysis (1997 to 2006) using net cash
flow values derived on a per-animal basis from the ARMS data, USDA'’ s projections of farm level
earnings from 1997 through 2006, and other market data to translate USDA’ s projected per-unit
returns into per-animal returns. EPA approximates future earnings using USDA'’ s projected
changes (expressed in dollars per unit) by applying the equivalent incremental change (expressed
in dollars per animal) for each year during the forecast period to the 1997 ARMS data for that
variable (Table 4-6). EPA uses the resultant time series data to calculate the present value of net
cash income used for thisanalysis. This approach is outlined below.

Future earnings at livestock and poultry operations are projected annually by USDA. For
this analysis, EPA forecasts out future earnings from the 1997 ARMS baseline data based on
USDA'’s Agricultural Baseline Projections to 2009 (USDA/WAOB, 1999 and 2000). USDA'’s
projections are shown in Table 4-7(a) and are expressed on a per-unit basis (i.e., cash returns per
animal or per- unit output).
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To trandate USDA-projected changes shown in Table 4-7(a) on a per-animal basis, EPA
uses available market information, such as average per-animal yields reported by USDA and/or
annua marketing cycles based on industry data. For dairy, the 1997 average output of 16,781
pounds of milk per cow is assumed (USDA/NASS, 1999c). An average weight of 257 pounds
per finished hog is assumed, based on reported weights for “swine for dlaughter” and “farrow-
finish” (NPPC, 1998), averaged according to the market share of each (USDA/APHIS, 1995D).
The average number of 255 eggs per egg laying chicken in 1997 is assumed (USDA/NASS,
1998b and 1998f). An average broiler weight of 5.5 pounds per bird is assumed, derived from the
total number of animal and pounds of production, reported in 1997 (USDA/NASS, 1999d). For
turkeys, EPA assumes an average weight of 23.8 pounds per bird derived from weight estimates
and market share information for turkey toms and hens (USEPA, 1999j; USDA/NASS, 1999d).

Equivalent per-animal values that represent USDA'’ s projected changes are aso shown in
Table 4-7(b) for the dairy, hog, and poultry sectors. No trandation is needed for projections for
the beef cattle sector, since USDA already reports projected returns on a per bred cow basis.

Once USDA'’ s projections are expressed on a per-animal basis, future earnings are
approximated by applying the incremental national average change (dollars per animal) between
each year during the forecast period to the 1997 baseline data for each representative model
CAFO. Theserevised cash streams over the forecast period are shown in Table 4-8.

EPA then calculates adjusted per-animal values reflecting future earnings (Table 4-8) in
terms of present value using a 7 percent discount rate. The equation EPA usesto calculate the
present value of cash flow is:

n

o VI
NPV = Vi+ 4@ 1
1=2 (1+r.)|_
Where:
V...V, = seriesof cashflows
r = interest rate
n = number of cash flow periods

current iteration

EPA calculates the present value of the capital and annual pollution control costs for the same
10-year period with the same discount rate (7 percent) as for the cash flow analysis (Section
4.1.3).

The adjustment of the DCF analysis to represent post-compliance conditions for each
model CAFO isasfollows:

Post-regulatory Status = PVCF - [PVCC x (1 - CPT)]
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Table 4-7(a). USDA Baseline Projections, Returns Per Unit, 1997-2006

Sector/ Beef Dairy Hogs Broilers Egg Layers Turkeys
Year ($/cow) ($lowt) ($lowt) (¢/lb) (¢/doz) (¢/lb)
1997 -0.91 11.62 3.26 3.14 8.69 -3.83
1998 -16.80 12.41 -5.75 10.60 10.15 -3.3
1999 18.45 9.85 -0.91 11.74 5.30 9.8
2000 45.58 9.83 4.28 8.97 1.89 4.76
2001 34.23 10.46 8.51 6.62 6.58 145
2002 25.76 10.89 7.30 9.29 2.85 -2.13
2003 19.24 11.05 5.69 10.42 -0.66 -3.70
2004 25.79 11.28 5.17 13.29 1.08 -1.90
2005 32.63 11.48 4.39 15.75 0.50 -1.66
2006 38.98 11.69 3.86 15.20 -0.14 -0.07

Source: USDA/WAOB, 1999 and 2000. Vaues shown for 1997 are back-calculated from 1998, reported in the
2000 Baseline Projections based on the percentage change projected for 1997 to 1998, as reported in 1999
Baseline Projections. Time series data projected by USDA include: Beef (Costs and returns to cow-calf enterprise,
$/cow); Dairy (Returns above feed concentrate costs, $/cwt; Hogs (Returns above cash costs, $/cwt); Broilers (Net
returns, cents/pound); Layers (Net returns, cents/dozen); Turkeys (Net returns, cents/pound).

Table 4-7(b). EPA-derived Equivalent Baseline Projections, Returns Per Animal, 1997-2006

Sector/ Beef Dairy Hogs Broilers Egg Layers Turkeys
Year ($/animal)
1997 ($0.9) $1,960 $8.4 $0.17 $1.85 $(0.912)
1998 $(16.8) $2,094 ($14.8) $0.58 $2.16 $(0.79)
1999 $18.5 $1,662 ($2.3) $0.65 $1.13 $2.33
2000 $45.6 $1,658 $11.0 $0.49 $0.40 $1.13
2001 $34.2 $1,765 $21.9 $0.36 $1.40 $0.35
2002 $25.8 $1,837 $18.8 $0.51 $0.61 $(0.51)
2003 $19.2 $1,864 $14.6 $0.57 $(0.14) $(0.88)
2004 $25.8 $1,903 $13.3 $0.73 $0.23 $(0.45)
2005 $32.6 $1,937 $11.3 $0.87 $0.11 $(0.40)
2006 $39.0 $1,972 $9.9 $0.84 $(0.03) $(0.02)

Source: Derived by EPA from USDA/WAOB, 1999 and 2000 (Table 4-6). Per-animal equivalents are calculated
using USDA and industry information on per-animal yields and marketing turns (NPPC, 1998; USDA/APHIS,
1995h; USEPA, 1999j; USDA/NASS, 1999c, 1999d, 1998b and 1998f). Origina USDA/WAOB values are used
for beef cattle, since USDA reports projected returns on a per-bred-cow basis. Rounded to nearest dollar (dairy) or
nearest ten cents (beef, hogs).
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Table 4-8. Projected Cash Stream (1998-2006) based on USDA Projections of Per-Unit Returns

Revised cash stream (1997-2006)

. . 1997
Sector | Region | Siz¢ | apus 1998 1999 2000 2001 2002 2003 2004 2005 2006

Beef us | L $256 $240 $276 $303 $291 $283 $276 $283 $290 $296
Beef us | M $79 $63 $99 $126 $115 $106 $100 $106 $113 $119
Beef CE | L $322 $306 $341 $368 $357 $349 $342 $349 $355 $362
Beef CE [ m™m $81 $65 $100 $127 $116 $107 $101 $107 $114 $121
Dairy us | L $435 $569 $137 $134 $240 $312 $339 $378 $412 $447
Dairy MW | M $444 $577 $145 $142 $248 $321 $348 $387 $420 $456
Dairy MW | S $598 $732 $300 $296 $403 $475 $502 $541 $575 $610
Dairy PA | L $402 $535 $103 $100 $206 $279 $306 $345 $378 $414
Dairy PA | M $225 $358 $(74) $(77) $29 $102 $129 $168 $201 $237
Hogs MA L $31 $8 $20 $34 $45 $42 $37 $36 $34 $33
Hogs MA All $31 $7 $20 $33 $44 $41 $37 $36 $34 $32
Hogs MW L $47 $23 $36 $49 $60 $57 $53 $51 $49 $48
Hogs MW M $66 $43 $55 $69 $80 $76 $72 $71 $69 $68
Hogs MW | S $119 $95 $108 $121 $132 $129 $125 $124 $122 $120
Broilers us | L $0.5 $0.9 $1.0 $0.8 $0.7 $0.8 $0.9 $1.0 $1.2 $1.1
Broilers us | M $0.6 $1.0 $1.0 $0.9 $0.8 $0.9 $1.0 $1.1 $1.3 $1.2
Broilers so | L $0.5 $0.9 $1.0 $0.8 $0.7 $0.8 $0.9 $1.1 $1.2 $1.2
Broilers so | M $0.6 $1.0 $1.0 $0.9 $0.8 $0.9 $1.0 $1.1 $1.3 $1.2
Layers us | Al $4.1 $4.4 $3.3 $2.6 $3.6 $2.8 $2.1 $2.4 $2.3 $2.2
Turkeys us | Al $1.8 $1.9 $5.0 $3.8 $3.0 $2.2 $1.8 $2.2 $2.3 $2.7
Turkeys us | ™ $2.6 $2.7 $5.8 $4.6 $3.8 $3.0 $2.6 $3.0 $3.1 $3.4

Source: Derived by EPA using USDA Baseline Projections (USDA/WAOB, 1999 and 2000), expressed on a per-unit basis (Table 4-7(a)), translated onto a
per-animal basis (Table 4-7(b)); resultant change in dollar returns per animal are applied to the 1997 ARMS data (Table 4-6) for each year in the forecast
period (1997-2006). Rounded to nearest dollars (beef, dairy, hogs) or nearest ten cents (poultry).
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Where:
PVCF = present value of future model CAFO cash flow

PVCC = present value of after-tax incremental pollution control costs for the CAFO
model

CPT = cost pass-through assumed for the CAFO model (selected sectors only)

EPA’s cost passthrough estimates (the percentage of costs that CAFOs are expected to be
able to pass through to higher levels of the marketing chain in the form of higher product prices)
are presented later in Section 4.2.6 of this report.

This methodology estimates the long-term reduction to earnings that result from the costs
of complying with the proposed CAFO regulations. If the post-regulatory statusis less than or
equal to zero, it does not make economic sense for the owner to upgrade the farm. Under these
circumstances, the average farm represented by that model might be vulnerable to closure.

Unlike previous regulatory analyses conducted by EPA, this approach does not consider
salvage value of liquidated assets at a CAFO. There are a number of reason why using salvage
value in this analysis might be inappropriate. First, identifying the true market value of afacility
using the value of fixed assetsis a very uncertain means of determining true salvage value. The
assets of livestock and poultry farms include land, animal housing structures, and waste disposal
operations. All of these are highly specific, immobile assets without alternative uses (Aust, 1997).
Second, the accuracy of the components of salvage value from the ARMS survey is questionable,
with some valuations based on the personal judgement of individua farmers. Also the appropriate
markdowns from market value of the value realized post-closure must be generated. Third, the
salvage value analysisignores liquidation costs (e.g., legal fees, real estate broker fees, etc.),
which can be difficult to estimate. Finally, small family-owned farms may not base a decision of
whether to remain in business on salvage value and projected cash flow. Other lesstangible
reasons for staying in business might include the satisfaction of working for oneself and the ability
to employ family members. Furthermore, in many cases, the farm is not just a business but is the
family home. Decisionsto liquidate are complicated, and many farmers would try to stay in
business under nearly all adversities unless forced to close under circumstances of persistent
negative cash flows that undermine their ability to make payments on loans or to survive
financidly.

4.2.4.4 USDA'’s Debt-to-Asset Ratios for Model CAFOs

To model the regulatory baseline, EPA uses the debt-to-asset ratio reported by USDA for
1997 (USDA/ERS, 1999a) for each model CAFO. These ratios are identical to those calculated
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using the reported assets and liabilities on the same balance sheet summary. The baseline debt-to-
asset ratios EPA uses for thisanalysis are shown in Table 4-9.

EPA calculates the postregulatory debt-to-asset ratio as:

debt + capital compliance cost
asset + capital compliance cost

Postcompliance Debt-to-Asset Ratio =

4.2.4.5 Construction of Representative Model CAFOs

The fina step in the creation of model CAFOs s the linking of the cost models to the
financial models. Using the ARMS data, EPA develops more than 40 unique financial models that
differentiate by sector, facility size, and producing region. EPA then matches these financial
models to more than 170 individual cost models that are more finely differentiated. The cost
models break out sector, facility size, and producing region, as well as land availability and facility

type.

Facility Size

EPA’s cost models provide a greater number of breakouts by facility size than do the
financial models. Specifically, the cost models estimate regulatory costs for two medium and two
large facility financiad models are expressed on a per-animal basis, EPA bdlieves that thiswill limit
misrepresentation when the models are matched up.

As noted previoudly, the cost models are able to differentiate more facility sizes and
producing regions than the financial models, which are limited by the level a which ARMS data
must be aggregated to avoid disclosure of financial data. The ARMS data also cannot be used to
distinguish the differences in financia conditions associated with the amount of land available for
manure applications. Furthermore, the representative ARM S data do not reflect differencesin
financia conditions associated with specific enterprises (i.e., data are for an average entity and do
not distinguish between livestock enterprise and other farm-related business) and with facility
types (e.g., the data cannot differentiate hog farrow-finish and hog grow-finish operations, while
the cost models are developed to account for potential compliance cost differences between these
two types of operations).

The following discussion presents how EPA uses the available data, accounting for
limitations, to link the financial models and the costs models to create representative CAFO
models that reflect varying facility sizes, producing regions, land availability, and facility types. In
some cases EPA hasidentified a potential for model CAFOs to underestimate impacts due to the
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Table 4-9. Debt-to-Asset Ratios for Model CAFOs, 1997

Debt-to-Asset Ratio (%)
wiw | rean | v | coron T caros T caros T caros
AU 300-1000AU >1,000 AU
Becf MW 13% 9%
CE 17% 9%
Dairy MW 20% 23% 26%
PA 23% 24%
Heifer MW 13% 9%
Ved MW 13%
Hog: FF MA 13% 31%
MW 17% 25% 40%
Hog: GF MA 13% 31%
MW 25% 40%
Layer: Wet so 11%
Layer: Dry MW
11%
so
Broiler MA 21% 30%
so 19% 26%
Turkey MA
23% 15%
MW

Source: USDA/ERS, 1999a. Shaded cells indicate model CAFO not developed. See Table 4-4 for level of data
aggregation used for each model. Size groups by AU are approximate (see Table 4-2).

use of alimited number of financial models as estimators for conditions at operations with size
categories (Table 4-1), but financial data are available only for a single size per group (see

Table 4-2). EPA isable, however, to account for the differencesin financia conditions between
Medium 1 and Medium 2 CAFOs and between Large 1 and Large 2 CAFOs using the per-animal
financial data and the average number of animals associated with the cost models devel oped for
these model sizes to create an estimate of financia conditions at each model CAFO. The number
of animals at an operation drives not only the magnitude of expected compliance costs, but also
directly affects financial conditions such as revenues at a CAFO. EPA can match the expected

4-38



financial conditions at an operation of the same size as that assumed in estimating compliance
costs for each model CAFO. Thisis accomplished by multiplying the number of animals

(Table 4-1) and per-animal financia data (shown in Tables 4-5 and 4-6) for each respective model
CAFO. Theresult isan estimate of CAFO level revenues and net present value of cash flow at
each model CAFO. Tables4-10 and 4-11 show EPA’s estimates of total CAFO revenues and
total net present value of cash flow for each model CAFO that is assumed in the basdline.

EPA’s cost models evaluate costs for some of the largest facilities, which are often much
larger than what is reflected in the ARMS financial data. In part, EPA can account for this
difference, since al cost and revenue data are converted to a per-animal basis. Per-animal
financial datareadily allow EPA to use USDA financia data aggregated over a broader facility
Size grouping as an estimator for financial data at model CAFOs within that size range. For
example, EPA uses USDA datafor alarger-sized farm (as shown in Table 4-2) to develop
estimated financial conditions at both the Large 1 and Large 2 model CAFOs through the use of
the per-animal conversion. Since the ARMS data are more reflective of smaller-sized operations
within each facility size group, EPA’s use of these data likely overstate impacts since financial
conditions at the largest operations are likely more favorable than the reported average for that
size group.

Production Regions

EPA’s cost models also provide greater breakout of farms across production regions than
EPA’sfinancial models. Table 4-12 compares the regional breakouts for the financial and cost
components of the model CAFOs. As shown in the table, many of the same key producing states
are represented within both the comparable financial and cost model regions, and EPA is
confident that the major performance differences between the regions are captured when the
financial and cost models are linked. For example, the ARMS data show significantly lower per-
animal revenues among hog farms in the Mid-Atlantic region compared to those in the Midwest
(see Table 4-5). Higher revenuesin the Midwest most likely reflect additional income from crop
sales, aswell as generally higher per-animal farm prices received by independent operators
compared to contract growers. Contract growers are more common among hog operations in the
Mid-Atlantic than they are among those in the Midwest.

Land Availability

As described in Section 4.1, estimated compliance costs distinguish among three
categories of land availability: Category 1 CAFOs (sufficient cropland for all manure nutrients
generated), Category 2 CAFOs (insufficient cropland), and Category 3 CAFOs (no cropland).
However, the ARMS data EPA uses for its financial models are averages by animal sector, facility
size, and producing region only. Data are not available to represent differential land availability
among operations within a sector. EPA recognizes that there may be some financial differences
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Table 4-10. Total Estimated Gross Farm Revenues for Representative M odel CAFOs

Annual Gross Revenue per CAFO ($)
Setor | Reg. | CAFOS | ey | medtum i) | medium2 | Larges | Lerge?
AU 300-1000AU >1,000 AU

MW $243,363 $415580 | $1,617,656 | $25,857,501
Bed CE $228,405 $390,045 | $1,602,960 | $25,622,596
| MW | $523949 $587,055 $1,149,129 | $3,707,777
par PA $550,552 $1,077,676 | $3,462,984

MW $213,945 $401,148 | $1,292,746
Heifer

PA $200,796 $376,492 | $1,281,002
Ved MW $213,945 $288,826

MA $147,601 $264,845 $377,727 | $293340 | $1,431,002
e MW $454,504 |  $247,363 $443,673 $653962 | $788657 | $3,164,473

MA $168,014 $265,369 $381,042 | $207,101 | $743422
Mo oW $273,497 $432,125 $645453 | $782474 | $2,296,584
\LNaé’te“ so $89,989 | $2,140,077
Layer MW $933,528 $1,204,961 | $2,400,783 | $6,876,035 | $30,269,485
Dry so $797,314 $1,105995 | $2,399,035 | $7,228.454 | $21,777,839
_ MA $54,051 $75,783 $108,100 | $130311 | $342,679
Brofler so $52,203 $73,190 $105130 | $135919 | $325349

MA $208,440 $351,545 $508,119 | $1,949,711
Turkey

MW $203,414 $343,079 $511,223 | $3179,516

Source: Derived by USEPA from USDA/ERS, 1999a. Total farm revenues are estimated based on per-unit
revenues derived from USDA data, shown in Table 4-5, multiplied by the average number of animals shown for
each model CAFO in Table 4-1. Shaded cells indicate model CAFO not developed. Size groups by AU are
approximate (see Table 4-2).
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Table4-11. Present Value of Total Net Cash Farm Income for Model CAFOs

Annual Net Cash Income per CAFO (%)
Setor | Reg. | CAFOs | BNy | mechum 2) | medium2 | Larger | Lerge?
AU 300-1000AU >1,000 AU

CE $36,723 $62,712 $604,075 | $9,655,865
Bed MW | $119,612 $104,272 $204,107 | $617,506
Dairy PA $52,182 $103,376 | $570,069

MW $31,748 $59,527 $384,420
Heifer

PA $32,284 $60,533 $482,745
Ve MW $31,748 $42,860
Hog MA $25,921 $46,512 $66,336 $109,390 | $533,397
FF MW | $88,980 $53,740 $96,389 $142,075 | $160,180 | $642,722
Hog MA $29,506 $46,603 $66,918 $110,743 | $277,106
GF MW $59,418 $93,880 $140226 | $158925 | $466,449
e | so $14835 | $352,806
Layer: | MW $153,898 $213,483 $395,785 | $1,133,560 | $4,990,126
Dry so $131,443 $182,331 $395,497 | $1,191,659 | $3,500,221
_ MA $20,974 $29,406 $41,946 $55,335 $145,514
Brofler so $20,881 $29,276 $42,052 $57,615 $137,912

MA $47,274 $79,731 $115242 | $171,886
Turkey

MW $46,135 $77,811 $115946 | $280,306

Source: Derived from USDA/ERS, 1999a. Present value calculations of forecasted earnings are based on per-unit
cash flow (Table 4-6) and USDA projections (Table 4-7) and are used to estimate total net present value of cash

flow at each model CAFO using the average number of animals assumed for each model (Table 4-1). Shaded cells
indicate model CAFO not developed. Size groups by AU are approximate (see Table 4-2).
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Table 4-12. Comparison of Regional Coverage between EPA’s Cost and Financial CAFO Models

Sector Reqion ARM S Regional Data Aggregation USDA Regional Data Aggregation
eg Used for the Financial M odels Used for the Engineering Cost M odels
Fed MW Not disclosed by USDA. Average, Lake States + Corn Belt + Northern Plains +
Cattle national data used as proxy. Northeast + Appalachian
Ve_al & CE Mountain/Plains (Northern Plains + Pacific + Mountain + Southern Plains +
Heifers Mountain) Delta + Southeast
MW Midwest (Lake States + Corn Belt + Lake States + Corn Belt + Northern Plains +
Northern Plains) Northeast + Appalachian
Dairy
- . Pacific + Mountain + Southern Plains +
PA West (Pacific + Mountain) Delta + Southeast
Mid-Atlantic (Northeast + .
MA Appalachian) Northeast + Appalachian
Hogs _
MW Midwest (Lal_<e States + Corn Belt + Lake States + Corn Belt + Northern Plains
Northern Plains)
0 Full coverage not disclosed by USDA. | Northeast + Appalachian + Delta +
Average, national data used as proxy. Southern Plains + Pacific + Mountain
Layers
MW Full coverage not disclosed by USDA. Lake States + Corn Belt + Northern Plains
Average, national data used as proxy.
MA Not disclosed by USDA. Average, Northeast + Appalachian + Delta +
national data used as proxy. Southern Plains + Pacific + Mountain
Broiler
SO East (Northeast + Appalachian + Delta Lake States + Corn Belt + Northern Plains
+ Southeast)
MA Full coverage not disclosed by USDA. | Northeast + Appalachian + Delta +
Average, national data used as proxy. Southeast
Turkey
MW Full coverage not disclosed by USDA. | Pacific + Mountain + Lake States + Corn
Average, national data used as proxy. Belt + Northern Plains + South Plains

between CAFOs with land available for land application of manure nutrients and those with little
or no land available for land application, both in terms of CAFO level assets and aso expenditures
to manage animal waste. For this analysis, EPA uses data that incorporate an assumption that
asset levels are the same for a given model CAFO across all land-use categories (Table 4-9).

In general, EPA expects that compliance costs are lower at operations that grow cropsin
addition to livestock, since these operations often tend to have sufficient cropland to land apply
manure nutrients as a means of waste disposal. ARMS data, however, cannot be used to
differentiate the financial conditions at operations with varying land availability. Specificaly,
EPA’ s engineering cost models for Category 1 CAFOs and some Category 2 CAFOs assume
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these operations have more land for manure application and, thus, generally lower compliance
costs compared to Category 3 and some Category 2 CAFOs which EPA assumes will incur
additional compliance costsin lieu of land application. EPA’sfinancia models are not able to
reflect the higher asset levels for Category 1 CAFOs and some Category 2 CAFOs due to data
limitations. Therefore the financia impact on these farms using the financia ratios might be
overstated. Likewise, the financial models are not able to reflect the lower asset levels for
Category 3 CAFOs and some Category 2, and impacts might be understated.

For the purpose of this analysis, EPA assumes that the available financial datafor the
sector as awhole (with appropriate breakouts for size and producing region) roughly approximate
the financial conditions at all three CAFO categories. Thus each model CAFO is associated with
one financial model and three cost models representing the three land availability categories.

Facility Type

As described in Section 4.1, EPA’ s estimated compliance costs distinguish among the
types of facilities within a sector. However, the ARMS data available for the financial models are
averages by animal sector, facility size, and producing region only. Data are not available to
represent subsectors within a sector. For example, in the hog and poultry sectors, the ARMS data
are mixed across farms where the farmer owns the animals (e.g., independently owned and
operated farms) and farms where the farmer raises animals on behalf of a corporate entity that
typicaly retains ownership of the animals (e.g., contract grower). However, the financia
conditions across these two types of farms differ. Gross farm revenues generated by contract
growers tend to be lower compared to independent operation since the contract priceis often
lower than the market price received by independent operators,; however, the contract grower
typically faces lower production costs since the processor supplies much of the contract grower’s
production inputs. In addition, a grower operation’s current assets may be lower since these
operations do not own the chickens they grow, nor produce crops requiring storage (Perry et d.,
1999).

The average ARMS data also do not differentiate between different types of operationsin
some sectors and between multiple enterprises within an operation. For example, ARMS data are
available across all hog operations, but profits tend to be higher at the more specialized grow-
finish operation compared to a farrow-finish operation (Y eske, 1996; USDA/ERS, 2000c). The
ARMS data span all beef operations, including cow-calf and grazing, as well as cattle feeding
operations that are company-owned and custom feedyards. Returns tend to be more favorable at
more specialized feedlot operations; among those, financia conditions may vary depending on
whether the operation is company-owned and a custom feedyard or is a contract heifer operation.
More information on the differences among facility typesis provided by commodity sector in
Sections 6, 7, and 8 of this report.
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Asaresult, EPA’s financial models do not distinguish among financial conditions by
facility type in the cattle sector (for which cost models differentiate fed cattle, veal, and heifer
operations), in the hog sector (for which cost models differentiate between farrow-finish and
grow-finish operations), and in the egg laying sector (for which cost models differentiate wet
manure management system and dry manure management system operations). A more
homogenous facility type was modeled for costing purposesin the dairy, broiler, and turkey
sectors. EPA uses available ARMS financia datafor the beef sector to approximate conditions
across the varying operations of cattle feedyards, veal operations, and contract heifer operations.
EPA uses financial data for the hog sector as a whole to depict conditions at both farrow-finish
and grow-finish operations. Among egg laying operations, EPA uses available financial data for
facilities with either wet or dry manure management systems.

Finally, as noted previoudly, EPA’s analysis uses data for an average entity. The ARMS
data count among an operation’ s total farm income the revenue from the sales of both livestock,
crops, and other farm-related income, as well as government payments. Off-farm revenue is not
included in thisanalysis. Although the ARMS revenue data are roughly distinguishable by
enterprise, the ARMS cost data are not. Due to similar data limitations in previous rulemakings,
EPA routinely examines economic impacts using financial data that reflect an entity’ s total
revenue and costs across all enterprises at a business entity. Accordingly, EPA measures
economic achievability at the entity level in terms of potential closure of the facility and not asa
potential product line closure.

425 Criteriafor Assessing Regulatory Impacts

EPA usesits model CAFOs, described in Section 4.2.4, to assess the economic impacts of
the proposed CAFO regulations across differently sized, differently managed, and geographically
distinct operations. EPA evaluates the economic achievability of the proposed regulatory options
at existing animal feeding operations based on changes in representative financial conditions
across three criteria. These criteria are: a comparison of incremental costs to total gross farm
revenue (sales test), projected post-compliance cash flow over a 10-year period, and an
assessment of an operation’s debt-to-asset ratio under a post-compliance scenario. EPA evaluates
economic impacts to CAFOs in some sectors two ways—assuming that a portion of the costs may
be passed on from the CAFO to the consumer and assuming that no costs passthrough so that all
costs are absorbed by the CAFO.

EPA uses the financia criteriato divide the impacts of the proposed regulations into three
impact categories. The first category is the affordable category, which means that the regulations
have little or no financia impact on CAFO operations. The second category is the moderate
impact category, which means that the regulations will have some financia impact on operations
at the affected CAFOs, but EPA does not consider these operations to be vulnerable to closure as
aresult of compliance. The third category is the financia stress category, which means that EPA
considers these operations to be vulnerable to closure post-compliance.

4-44



The basis for EPA’s economic achievahility criteriafor this rulemaking is as follows.
USDA’sfinancia classification of U.S. farms identifies an operation with negative income and a
debt-asset ratio in excess of 40 percent as “vulnerable.” An operation with positive income and a
debt-asset ratio of less than 40 percent is considered “favorable.” EPA adopts this classification
scheme as part of its economic achievability criteria, using net cash flow to represent income.
This threshold and cash flow criterion is established by USDA and other land grant universities
(discussed later). The threshold values EPA uses for the cost-to-sales test (3 percent, 5 percent
and 10 percent) are those EPA has determined to be appropriate for this rulemaking and are
consistent with threshold levels used by EPA to measure impacts of regulations for other point
source dischargers (also discussed later).

For this analysis, EPA uses al three criteria to determine economic achievability. EPA
considers the proposed regulations to be economically achievable for a representative model
CAFO if the average operation has a post-compliance sales test estimate within an acceptable
range, positive post-compliance cash flow over a 10-year period, and a post-compliance debt-to-
asset ratio not exceeding 40 percent. If the sales test shows that compliance costs are less than 3
percent of sales, or if post-compliance cash flow is positive and the post-compliance debt-to-asset
ratio does not exceed 40 percent and compliance costs are less than 5 percent of sales, EPA
considers the options to be “ Affordable” for the representative CAFO group. A salestest of
greater than 5 percent but less than 10 percent of sales with positive cash flow and a debt-to-asset
ratio of less than 40 percent is considered indicative of some impact at the CAFO level, but at
levels not as severe as those indicative of financial distress or vulnerability to closure. These
impacts are labeled “Moderate” for the representative CAFO group. EPA considers both the
“Affordable’” and “Moderate” impact categories to be economically achievable by the CAFO.

If (with asalestest of greater than 3 percent) post-compliance cash flow is negative or the
post-compliance debt-to-asset ratio exceeds 40 percent, or if the sales test shows costs equal to or
exceeding 10 percent of sales, EPA considers the proposed regulations to be associated with
potential financial stress for the entire representative CAFO group. In such cases, each of the
operations that are represented by that group may be vulnerable to closure. These impacts are
labeled as“ Stress.” EPA considers the “ Stress” impact category to indicate that the proposed
requirements may not be economically achievable by the CAFO, subject to other considerations.*®
Table 4-13 shows a summary of these criteria

1OCommonIy used measures of “farm financial stress’ include bankruptcies, foreclosures, and net exits
(Stam, et a., 1991). Indicators of stressin agriculture as reported by farm banks include delinquent loans,
discontinued financing, farm closures, liquidation, bankruptcy (Stam, et a., 1991 and 2000)
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Table 4-13. Economic Achievability Criteria for the Proposed CAFO Regulations

Criteria “Affordable” | “Moderate” “Stress’
Salestest < 3% X

Sales test > 3% AND negative cash flow OR debt-to-asset > 40% X
Sales test < 5% AND positive cash flow AND debt-to-asset < 40% X

Sales test > 5% but < 10% AND positive cash flow AND debt-to- X

asset < 40%

Sales test > 10% X
Economically Achievable X X

EPA’s choice of criteriain any economic assessment of aregulation is variable and highly
dependent on the industry being regulated. EPA recognizes that each industry has its own specia
attributes and each requires an individual assessment of appropriate financial criteria. Assuch, the
Agency does not advocate a“one size fits al” benchmark for all industries but assesses each
industry’ s general conditions and uses generally accepted analytical approaches for identifying
economic impacts in that industry, if available, among other factors. Where appropriate, these
other factors include, but are not limited to, what criteria have been developed to analyze other
industries.

Federal agencies such as EPA, USDA, and others have been analyzing the impacts of
regulatory requirements on regulated communities for many years. For example, the CWA, with
its requirement to assess economic achievability, has prompted EPA since the early 1970s to
analyze the economic and financia impacts of effluent guidelines on affected industries.
Generally, EPA measures impacts using a variety of approaches that attempt to assess changesin
key financial variables post-compliance. In many cases a benchmark is developed. This
benchmark may be based on, for example, the lowest quartile performance of firmsin the industry
(e.g., USEPA, 1998b) or on an assessment of what has been generally accepted in past analyses
or by the financial community, tempered by any specifics of the industry. Usually EPA uses more
than one financia variable in an assessment since asingle variable israrely sufficient to fully
describe the relative financia health of an affected entity.

For this rulemaking, EPA has selected criteria based on those commonly used in the
agricultural sector to measure financia stress, in conjunction with criteria that EPA has used in
the past to determine the affordability of effluent guidelines that have been developed for other
industries.

The basis for EPA’s economic achievability criteriafor this rulemaking (Table 4-11) isas

follows. Initsanalyses of the financial performance of U.S. commercial farms, USDA usesa
combination of afarm’s net income and debt-to-asset ratio to classify the overal financia position
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of afarm based on annual earnings and solvency (USDA/ERS, 1997€). Net farm incomeisan
effective measure of long-term profitability; the debt-to-asset ratio is a useful measure of afarm’'s
financia risk. Together these two measures provide an indicator of the farm’s long-term financial
health and viability (Sommer et a., 1998). For example, if afarm earns enough income to service
debt and meet its other financia obligations, then a high debt-to-asset ratio may be acceptable,
while afarm carrying a low debt load may be able to weather periods of low or negative farm
income (Sommer et a., 1998).

USDA considers net income and debt-to-asset ratio jointly to classify farm performance
into one of the following financial positions (Sommer et a., 1998; USDA/ERS, 2000g, 1997a and
1997e):

# Favorable—Farms with positive net farm income and a debt-to-asset ratio of less
than 0.40. USDA considers these farmsto be financially stable.

# Marginal Income—Farms with negative net farm income and a debt-to-asset ratio
of 0.40 or less. USDA feels that periods of negative income may not pose
financia difficultiesif the farm is carrying alow debt load and can either borrow
against equity or obtain income from off-farm sources.

# Marginal Solvency—Farms that generate positive net farm income, despite higher
debt service requirements. USDA states that a high debt-to-asset ratio may be
acceptable if the farm can generate enough income to service its debt and meet
other financia obligations.

# Vulnerable—Farms with negative net farm income and a debt-to-asset ratio above
0.40. These farms do not generate sufficient income either to meet current
expenses or to reduce existing indebtedness (USDA/ERS, 1997e). USDA
considers these farms to be financially unstable and least likely to survive an
economic shock.

EPA has adopted this classification scheme as part of its economic achievability criteria,
but uses net cash income instead of net farm income in order to conduct a cash flow analysis.
USDA'’s debt-to-asset ratio threshold of 0.40 that defines whether afarm is highly leveraged,
which is consistent with other recommendations (Ohio State University, 1999). While a higher
ratio generally indicates financia risk, debt-to-asset ratios tend to be higher for large farms and
for those specialized in livestock feeding (lowa State University, 1999b). For example, ratios of
0.30 to 0.40 are common among lowa farms, athough many operate with little or no debt (lowa
State University, 1999b). Another caution when considering debt-to-asset ratios is that a high
debt load does not make farms less efficient; high efficiency farms are able to service a higher debt
load and maintain a higher debt-to-asset ratio with less risk than alow efficiency farm (lowa State
University, 1999b). Therefore, the range of acceptable values for an operation’ s debt-to-asset
ratio will vary depending on income variability, the proportion of owned land (or other assets)
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used in the farming operation, risks associated with normal production, and fluctuations in farm
asset values that may occur due to changes in demand for agricultural assets (FFSC, 1997).

EPA aso frequently uses negative post-compliance cash flow calculated over the period of
the impact analysis to identify regulated entities that are vulnerable to closure. Several economic
analyses for other effluent guidelines have used this measure as the only criterion or as part of a
group of criteriafor aclosure analysis (see USEPA, 2000c, 1999g, and 1998b). In these analyses,
EPA considers negative cash flow over the period of analysis as at least one indicator that a
facility might be likely to close post-compliance.

In addition to USDA’s measure of debt-to-asset ratio in conjunction with net income,
EPA uses a“salestest” that compares estimated compliance costs to total revenues. For this
analysis, EPA evaluates the ratio of costs to sales using post-tax cost estimates since this more
accurately reflect the impact on abusiness’ bottom line. Previous ELG analyses have evaluated
cost-to-sales ratios using both post-tax and pre-tax costs.™

EPA frequently uses a sales test to evaluate post-compliance impacts in previous
regulatory analyses (USEPA, 1987, 1994 and 1996; DPRA, 1995; USGPO, 1999). EPA’s use of
asadestest isalso common practice to evaluate small business impacts for most regulatory
development. Other agencies aso use asaes test, including OSHA (1999). USDA has also
considered cost-to-sales impacts to evauate impacts to animal confinement operations (Heimlich
and Barnard, 1995).? In general, however, the sales test is not widely used to measure impactsin
the agricultural sector (Foster, 2000a).

The threshold values EPA uses for this analysis (cost-to-sales in excess of 3 percent, 5
percent, and 10 percent) are those determined to be appropriate for this rulemaking. EPA has
used 1 percent and 3 percent sales test benchmarks to screen for the potentia for impacts in many
small business analyses (e.g., USEPA, 1997b and 1999g). These benchmarks are only screening
tools, but do support EPA’s contention that a sales test of less than 3 percent generally indicates
minimal impact (Snyder, 2000). Heimlich and Barnard (1995) do not define a threshold where the
management measures would not be considered economically achievable since “...there are no
hard and fast guidelines for what is economically achievable, any appraisal of overall
achievability... is subjective’” (Heimlich and Barnard, 1995).

Yeor example, ELGs that were evaluated using post-tax costs include the Landfills, the Commercial
Hazardous Waste Combustors, and the Centralized Waste Treatment industries. Pre-tax costs were used to
evaluate the Pulp, Paper, and Paperboard, the Pesticide Formulating, Packaging and Repackaging, and the Metal
Products and Machinery industries. EPA used both pre- and post-tax costs to evaluate the Transportation
Equipment Cleaning industry.

Heimlich and Barnard (1995) also compared costs with cash operating expenses and net farm income
(i.e., aprofit-test).
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The 5 percent benchmark is consistent with threshold values established by EPA in
previous regulations for other point source dischargers. Generaly, EPA’s analyses have assumed
that sales tests less than 5 percent indicate compliance costs that are achievable (see, for example
USEPA 1987 and 1994). Other analyses have assumed the same threshold but have further
assumed that ratio values in excess of 5 percent may constitute moderate impacts, taking into
consideration other factors (USEPA 20000, 19990, and 1996). This analysis adopts this
framework to analyze regulatory impacts to CAFOs. In another analysis, a sales test result of
greater than 5 percent was labeled a “sales impact” (USEPA, 1987). Sales impacts were assessed
separately from impacts that could make a facility vulnerable to closure.

EPA uses an upper limit on a sales test result of 10 percent (whereby this result alone
indicates financial stress), rather than to assume that there is no upper limit on a sales test
percentage if other financial variables are dso analyzed (such asin USEPA, 1996). EPA believes,
in this case, that if a salesimpact isvery high, this result should be considered a substantial impact
and might make an operation vulnerable to closure in spite of positive cash flow and an adequate
debt-to-asset ratio. EPA thus uses the 10 percent benchmark to ensure that potential vulnerability
will not be underestimated. In fact, relatively few operations could incur costs greater than 10
percent of revenues while continuing to show positive cash flow.

Because EPA does not use a sales test alone as a measure of financia vulnerability, use of
a sales test operates more as a screening tool. In most cases (results between 3 percent and 10
percent), afinding of financia stressis driven by cash flow and debt burden considerations. Thus,
over the key range of salesimpacts, EPA’s methodology is consistent with many USDA analyses,
which very frequently use net income and debt-to-asset ratios to assess impacts (e.g.,
USDA/ERS, 1997€). The exception isthat EPA does not consider noncash income and
depreciation (that is, EPA uses a net cash income-type analysis rather than a net farm income
analysis). Thisis consistent with current views on the use of cash flow analysisin preference to
net income analysis among financial analysts (Brigham and Gapenski, 1997; Jarnagin, 1996).

Use of asaestest is one of the more common metrics used in regulatory analyses.
Another common metric is an examination of earnings before taxes as a percentage of gross
income or revenues (called a“profit test”), where the change in ratio post-compliance is used as
an indicator of the impact that compliance costs may have on profits. Profit tests or net income
analyses are frequently used by federa agencies.

Heimlich and Barnard (1995) measured economic achievability by comparing estimated
regulatory costs with gross cash income (i.e., a sales-test) as well as cash operating expenses and
net farm income (i.e., a profit-test). In recent years, however, EPA has tended to move away

3Net cash income corresponds to total farm cash revenues minus cash expenses; i.e,, it is the agricultura
term corresponding to the financial term “cash flow.” Net farm income includes both non-cash income and non-
cash expenses (e.g., depreciation) and corresponds to the term “net income” in accounting.
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from using net income analysis and profit tests as an indicator of the financial strength of a
regulated entity for a number of reasons. First, many financial analysts are now acknowledging
that net income analysisis aless accurate measure of financia health than a cash flow anaysis,
since net income includes depreciation as a cost even though depreciation is not a cash outlay
(see, e.g., Brigham and Gapenski, 1997). Also, for valuing corporate loans, the Financial Analysis
Standards Board considers discounted cash flow the best estimator for assessing fair value for
enterprises lacking a quoted market price (Jarnagin, 1996). Second, profitability can be highly
variable since afirm has a certain amount of leeway in calculating earnings in any given year in
order to minimize tax liability. Privately held entities (which predominate in the livestock and
poultry industries, for example) have few incentives to show large profits, but every incentive to
show minimal earnings for tax purposes. Third, if alarge segment of an industry is showing
negative net income, it is difficult to assess the impact of a regulation on profitability.

Typicaly, EPA considersthat if aregulated entity is not profitable before pollution control
investments are made, the entity “may not claim that substantial impacts would occur due to
compliance....” (USEPA, 1995c). EPA has, in some cases, used the concept of “baseline closure”
if only afew entities have negative net income and cannot be analyzed (see, for example, USEPA,
1997b). These entities may not necessarily close prior to implementation of arule, yet they
cannot be analyzed within a profit test or net income analysis framework.

The problem with analyses that are based on profitability is especialy an issue in the
agricultural sector. Heimlich and Barnard (1995) point out that many farms “may be motivated
by noneconomic considerations and should be considered hobby or recreational activities, rather
than businesses, particularly when net farm income is negative.” They further contend that the
majority of farm operators reporting negative net income have nonfarm sources of income and
that they may be using the farm losses to offset off-farm income to reduce income tax liability.
They dso find, as does EPA, that when net farm income is negative, costs as percentages of net
income are difficult to interpret.

EPA, therefore, considers a sales test to be a more analytically useful tool than a profit test
for assessing impacts in the livestock and poultry industries for three major reasons. First, EPA
has concerns that profit-based measures may overstate vulnerability. Second, revenues are
generaly not as sensitive to incentives to show minimum values for tax purposes as profits and
thus are not as likely as profits to be understated. Third, sales are never negative and thus a
comparison between costs and sales can be adequately interpreted.

4.2.6 Cost Passthrough
EPA generally measures the economic impacts of the proposed CAFO regulations on the
basis of the estimated compliance costs incurred at the CAFO (discussed in Section 4.1.3). Even

when post-tax costs are considered, however, there may be other mitigating factors that influence
what costs the CAFO ultimately incurs. For the purpose of this analysis, EPA assumes that
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producersin the livestock and poultry sectors will be able to pass on some portion of costs
through the market levels. Passthrough of compliance costs will occur either in the long-run
through market adjustment (i.e., higher prices through changes in supply and demand) or in the
shorter term as processors take steps to ensure a steady and continued supply of raw farm input
(i.e., raise production prices for live animals or animal products produced by CAFOs).

Individual farms may be considered competitive and may not individually be able to raise
prices. Collectively, however, if production costs rise across the industry as awhole (asit would
under the proposed CAFO regulations), economic theory indicates that prices will rise except in
highly unusual circumstances. Prices will rise unless demand for a product is perfectly elastic
(that is, consumers, including processors or packers, are not willing to pay more for a product
even in ascarcity situation, an unusua scenario) or unless supply of a product is perfectly inelastic
(no matter what the price, the producer would not change the quantity supplied, another unusual
situation). Inthereal world, even nearly perfectly elastic demand or nearly perfectly inelastic
supply at the sector or industry level for most productsisrare. For thisanayss, cost passthrough
due to market adjustment assumes that the demand for agricultural commodities— including
meat, milk and dairy products, and eggs—is generally considered price inelastic (i.e., food isa
necessity and demand will not decrease at a rate proportional to an increase in price).

Whether the price increase is small or large depends on the relative elasticities of supply
and demand. When demand is more elastic than supply (which means consumer demand has more
effect on price than supplier production), prices tend to rise less than when demand is less elastic
than supply. The relative elasticities of supply and demand and their role in computing the extent
to which prices would be likely to rise are discussed in more detail in Section 4.2.6.1.

When farmers can raise their prices, the increased costs of compliance are covered in some
part by these price increases. In such cases, compliance costs thus are effectively “passed
through” to the next economic level (e.g., processor or packer). EPA has undertaken a number of
approaches for determining an appropriate assumption for cost passthrough (CPT). The
following sections discuss the ways in which EPA computed a point estimate for CPT and also
document the decisions EPA made to construct several scenarios that can be used to bound the
estimates of CPT and thus economic impacts at the farm (and, as discussed in Section 4.3, the
processor) level.

Actual cost passthrough from the farm to the processing sectorsis difficult to predict.
Some potential scenarios include the following. First, an affiliated processing firm (integrator)
may raise the contract price paid to its growers, thus offsetting increased production costs due to
compliance. Second, an integrator may pay for al or a portion of on-farm disposal costs as part
of the production inputs typically supplied to contract growers. Alternatively, an integrator may
pay for al or some portion of off-site manure disposal costs, such as transportation and disposal
at a centralized waste treatment facility. Finally, an integrator may offset costs by funding
research or market development of alternative uses of manure by-products, such as pelletization,
etc., that will benefit producers by offsetting costs. Some states have proposed to mandate shared
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responsibility for manure and CAFO waste, including Kentucky (Associated Press, 2000) and
Maryland (Hudlin, 2000a). Other examples of how processors are sharing the cost of
environmental regulations with the agricultural sector is available in the rulemaking record (see,
for example: Huslin, 2000b; Montgomery, 2000; Goodman, 1999).

EPA believes that the assumptions of cost passthrough are appropriate for this analysis,
particularly for the pork and poultry sectors. Asdiscussed in Section 2, EPA expects that meat
packing plants and daughtering facilities in the pork and poultry industries may be affected by the
proposed co-permitting requirements in the proposed CAFO regulations. Given the efficiency of
integration and closer producer-processor linkages, the processor has an incentive to ensure a
continued production by contract growers. EPA expects that these operations will be able to pass
on a portion of al incurred compliance costs and will, thus, more easily absorb the costs
associated with the proposed CAFO regulations. This passthrough may be achieved either
through higher contract prices or through processor-subsidized centralized off-site or on-site
waste treatment and/or development of marketable uses for manure.

EPA recognizes, however, that some industry representatives do not support assumptions
of cost passthrough from contract producers to integrators, as also noted by many small entity
representatives during the SBREFA outreach process as well as by members of the Small
Business Advisory Review (SBAR) Panel. These commenters have noted that integrators have a
bargaining advantage in negotiating contracts, which may ultimately allow them to force
producers to incur all compliance costs as well as allow them to pass any additional costs down to
growers that may be incurred by the processing firm.

To examine thisissue, EPA has conducted an extensive review of the agricultura
literature on market power and price transmission in each of the livestock and poultry sectors and
concluded that there is little evidence to suggest that increased production costs would be
prevented from being passed on through the market levels. EPA believes that this literature
generally supports a determination that agricultural producersin the livestock and poultry sectors
will be able to pass on compliance costs. A summary of this research is provided in the
rulemaking record (ERG, 2000c—DCN 70640). Asisdiscussed in this literature summary, while
thereis a potential for market power in each of the animal products industries, and while vertica
integration has squeezed the rents out of many farming activities, the general conclusion in the
literature is that there is little evidence that these factors will prevent increased production costs
from being passed through the marketing chain of these industries.

Given the uncertainty of whether costs will be passed on, EPA presents the results of this
analysis assuming some degree of cost passthrough and also no cost passthrough (i.e., the highest
level of impacts projected). EPA requests comment on its cost passthrough assumptions.
Although EPA does consider the results of both of these analyses in making its determination of
economic achievability, EPA’s overall conclusions do not rely on assumptions of cost
passthrough.
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4.2.6.1 Methodology for Computing Cost Passthrough

Thefirst step in computing CPT isto identify appropriate demand and supply elaticities
for the products in question. Elasticities measure how markets respond to changesin price. In
this case, supply elasticities measure how, in theory, farmers respond to changes in the price they
receive: generdly, rising farm prices will encourage producers to expand production, whereas
falling prices will result in production cutbacks. Demand elasticities, in this case, measure the
price response at the processor and consumer levels. Generally, an increase in the price paid for a
good—whether it is raw farm product purchased by processors or is retail foods purchased by
consumers—usually results in a decrease in aggregate demand. A decrease in prices will generally
boost the amount demanded and thus rai se the amount purchased of that good.

Economists use elasticities to explain market behavior and also to predict price and
guantity changes in markets. For the purpose of this analysis, EPA uses estimates of elasticities of
supply and demand obtained through an extensive search of the agricultural economics literature
and consultation with leading expertsin the field. Much of this research is conducted by the
various land grant universities and is published in the leading academic journals. Before selecting
an estimate for use in the analysis, EPA compiled arange (i.e., the lowest estimate and highest
estimate) of these published supply and demand elasticities to estimate a CPT range for each
sector. Since cost passthrough usually reflects longer term market adjustment, elasticities that are
specified in the long run are the most appropriate for thisanalysis. In particular, estimates of
supply elasticities are highly dependent on time frame. Generally, the longer the time frame, the
more elastic is supply because farms have time to change, either expanding or contracting their
operations. In the short-term, however, farms have less flexibility. The supply elasticities
identified in the literature, however, include short-, intermediate- and long-run estimates. The
demand elasticities identified generaly do not specify atime period.

The results of this literature search are summarized in Table 4-14. The low and high
values shown in the table correspond to the range of values found in the literature (see Appendix
C for acomplete listing of studies and values found). EPA uses these values to compute the low
and high values estimated for CPT in Table 4-14. The low supply elasticity estimatesin
Table 4-14 are generally short-run and result in lower CPT estimates. For comparison, EPA aso
uses the high supply elasticity values, which tend to reflect long-run conditions of highly elastic
supply.* In those cases, EPA estimates CPT to be almost complete (i.e., approaches 100
percent). The “selected” elasticity values represent a consensus of expert opinion on a reasonable
estimate of supply and demand elasticities for each sector (\V ukina, 2000, and Foster, 2000a) and
are considered to reflect long-run conditions. EPA uses these “ selected” values to compute the
“selected” CPT values, shown in Table 4-14, as discussed below.

n discussions with USDA, ERS staff have indicated that they generally assume that supply is less than
perfectly elastic in the short-run and almost perfectly elastic in the long run (Hahn, 1999).
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Table 4-14. Estimated CPT Based on Elasticity Estimates | dentified in Recent Literature Searches

PricF;aglg:st?fciltEySt é:‘n;ﬁdply @ Pri;aglgfst?fciltzf éTgﬁand Estimated CPT ©
Seter Low | Selected | High Low Selected High Low | Selected High

Value | Value ¥ | Value | Value | Value® | Value | Value | Value Value
Beef -0.170 1.020 3.240 -2.590 -0.621 -0.150 NE 62% 96%
Dairy -0.322 1527 6.690 -0.650 -0.247 -0.050 NE 86% 99%
Hogs 0.007 0.628 0.628 -1.234 -0.728 -0.070 1% 46% 90%
Broiler ¥ | 0.064 0.200 0.587 -1.250 -0.372 -0.104 5% 35% 85%
Layer 0.031 0.942 0.942 -0.780 -0.110 -0.022 4% 90% 98%
Turkey 0.210 0.200 0.518 -0.680 -0.535 -0.372 24% 27% 58%

Sources: Various, see Appendix C.

YEgtimated elasticities as identified in Tables C-1 through C-12, Appendix C.

bEl asticities representing a consensus of expert opinion (Vukina, 2000, and Foster, 2000a).

“Values for supply elasticities less than zero not estimated (NE).

YIncludes elasticity estimates for both broilers and chickens because studies vary between the two terms when
analyzing the markets for meat from chickens.

EPA employs a smple method for calculating estimated CPT percentages using supply
and demand elasticities. The price dasticity of supply is divided by the difference of the price
elasticity of supply and the price elasticity of demand for each sector, as shown below:

_ price easticity of supply
price elasticity of supply - price eagticity of demand

CPT

The resulting “selected” CPT estimate for each sector, shown in Table 4-14, is the “Partia CPT”
estimate that provides the basis for EPA’s CPT analysis.”® This approach is consistent with that
used by EPA in past regulatory analyses (see, for example: USEPA, 2000c, 19999, and 19973).

*The CPT calculated in this manner is an average over al farms and may not reflect the actual CPT of
any one farm.
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Given the wide range of supply and demand elasticities in the literature, the resulting CPT
estimates cover awide range (Table 4-14). As a conservative measure, EPA selects elasticities
that represent a consensus of expert opinion for a reasonable estimate of elasticitiesfor its
analysis. These “selected” sets of elasticities result in CPT of 27 percent to 90 percent.

4.2.6.2 Three CPT Scenarios

To fully address the entire range of possibilities with regard to cost passthrough, EPA
evaluates impacts of the proposed CAFO regulations under three CPT scenarios. Two of these
scenarios are bounding scenarios that define the limits of worst-case and best-case from both the
farm and market perspectives. In the two scenarios, EPA assumes either that al costs at the
CAFO level can be passed through (100% CPT) or that none of the costs at the CAFO level can
be passed through (Zero CPT). The 100% CPT scenario leads to worst-case impacts at the
market level, but is associated with no impacts at the CAFO level. Therefore, CAFO level results
for this scenario are not reported in subsequent sections, since there are no impacts at the CAFO
level when 100% CPT isassumed. Alternatively, the Zero CPT scenario leads to worst-case
impacts at the CAFO level, but is associated with no impacts at the market level. Under this
scenario, al costs are assumed to be absorbed at the CAFO and no costs are passed on to
CONsSuMmers.

To provide a more reasonable estimate of likely impacts at both the CAFO and other
levelsin the marketing chain, EPA uses the point estimates of CPT values discussed in
Section 4.2.6.1. This scenario isthe Partial CPT scenario, shown in Table 4-14 as the “ selected
value” CPT estimate. These CPT vaues result in impacts that fall between the numbers seen
under the 100% and Zero CPT scenarios. EPA believes that the results obtained under the Partial
CPT scenario are likely to be more readlistic than those obtained under the two bounding scenarios
in most cases.

427 Potential Cost Offsets

Avallable cost-sharing and technical assistance, as well as manure sales, particularly for
more valuable poultry litter, may provide potential offsets to compliance costs incurred by CAFOs
under the proposed CAFO regulations. As a conservative measure, EPA does not to consider
such offsets as part of itsanalysis. Asaresult, the impacts of the economic impact analysis are
likely overstated.

EPA has investigated the potential for compliance costs to be offset by cost-share and
technical assistance from various federal and state conservation programs (ERG, 2000a—DCN
70130). Inthese programs, cost-sharing dollars are provided for animal waste management
practices that are included in the regulation. However, certain eigibility requirements may limit
program availability. Eligibility criteria can include size of operation, location in a geographic
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priority area, and high pollution potential. Because it is not certain which operations could take
advantage of cost-share assistance or to what degree, EPA determined that cost-share assistance
could not be reliably used as a cost offset in the impact analysis and thus did not incorporate any
assumptions of cost share assistance into the economic impact methodology.*

Generally, EQIP funds are not available to operations with more than 1,000 AU; however,
applicability based on animal unitsis not straightforward because USDA’s AU definitions differ
for some sectors compared to EPA’ s regulatory thresholds (Featherston and Atwood, 1999).
Differing AU definitions may allow some larger-sized facilities to access to EQIP funds for
environmental improvements. For example, broiler and egg operations with more than 100,000
birds are defined by EPA to have more than 1,000 AUs; the EQIP program covers operations
with up to 250,000 layers and up to 455,000 broilers (USDA'’ s definition of 1,000 AU for these
sectors). Because of this AU definition discrepancy, alarge proportion of poultry operations will
actually be dligible for EQIP funding for waste storage and treatment (ERG, 2000q). EQIP
funding would be available to eligible operations with fewer than 1,000 AU. However, EPA does
not incorporate estimates of cost-sharing because program funds from these programs are subject
to funding limitations, and current allocations may not be able to cover al new applicants that
may be affected by the proposed regulation (ERG, 2000a; Featherston and Atwood, 1999).

EPA has also evaluated the potential for some operations, particularly poultry operations,
to offset costs based on poultry litter sales. This analysisis conducted based on the typically
higher value of dry poultry litter. A summary of thisanalysisis provided in Section 6 of this
report but the results are not incorporated into the main impact analysis. EPA did not estimate
the value of manure sold for the wetter manures that are common in the hog and dairy sectors.

43 PROCESSOR LEVEL ANALYSIS

Asdiscussed in Section 2.4 of this report, EPA estimates that 94 meat packing plants that
slaughter hogs and 270 poultry processing facilities may be subject to the proposed co-permitting
requirements. This section presents an overview of the modeling framework (Section 4.3.1) and
the data used by EPA (Section 4.3.2) to assess potential national level aggregate costs to the
processing sectors in these industries. EPA does not evaluate the potential magnitude of costs to
egg and turkey processors because the compliance costs to CAFOs in these industries is projected
to be easily absorbed by CAFOs, as presented in Section 5. EPA expects that no meat packing or
processing facilities in the cattle and dairy sectors will be subject to the proposed co-permitting
requirements, for reasons outlined in Section 2.

®previous research has included cost-share program dollars as an offset to compliance costs associated
with environmental regulation (DPRA, 1995; Heimlich and Barnard, 1995).
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4.3.1 Overview of Methodology

EPA did not precisely estimate the costs and impacts that would accrue to individual co-
permittees. Information on contractual relationships between contract growers and processing
firmsis proprietary and EPA does not have the necessary market information and data to conduct
such an analysis. Market information is not available on the number and location of firms that
contract out the raising of animalsto CAFOs and the number and location of contract growers,
and the share of production, that raise animals under a production contract. EPA also does not
have data on the exact terms of the contractual agreements between processors and CAFOs to
assess when a processor would be subject to the proposed co-permitting requirements, nor does
EPA have financial datafor processing firms or contract growers that utilize production contracts.

EPA, however, believes that the framework EPA uses to estimate costs to CAFO does
provide a means to evaluate the possible upper bound of costs that could accrue to processing
facilities in those industries where production contracts are more widely utilized and where EPA
believes the proposed co-permitting requirements may affect processors. EPA’s CAFO level
analysis examines the potentia share of costs that may be passed on from the CAFO, based on
market information for each sector. Assuming that a share of the costs that accrue to the CAFO
are eventually borne by processors, EPA is proposing that this amount approximates the
magnitude of the costs that may be incurred by processing firms in those industries that may be
affected by the proposed co-permitting requirements. To assess the impact of the regulations on
processors, EPA compares the passed through compliance costs to both aggregate processor
costs of production and to revenues (a sales test), using cost and revenue data described in
Section 4.3.2.

This approach does not assume any addition to the total costs of the rule as aresult of co-
permitting, yet it does not assume that there will be a cost savings to contract growers as result of
acontractua arrangement with a processing firm. This approach merely attempts to quantify the
potential magnitude of costs that could accrue to processors that may be affected by the co-
permitting requirements. Due to lack of information and data, EPA does not analyze the effect of
relative market power between the contract grower and the integrator on the distribution of costs,
nor the potential for additional costs to be imposed by the integrator’s need to take steps to
protect itself against liability and perhaps to indemnify itself against such liability through its
production contracts. EPA also does not specifically analyze the environmental effects of co-
permitting.

EPA has conducted an extensive review of the agricultural literature on market power in
each of the livestock and poultry sectors and concluded that there is little evidence to suggest that
increased production costs would be prevented from being passed on through the market levels.
Thisinformation is provided in the docket (ERG, 2000c—DCN 70640). However, as discussed
in Section 4.2.6, EPA recognizes that some industry representatives do not support assumptions
of cost passthrough from contract producers to integrators and requests comments on its cost
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passthrough assumptions in general and as they relate to the analysis of processor level impacts
under the proposed co-permitting requirements.

EPA’ s processor analysis does not specifically account for the few large corporate
operations that are vertically integrated, to the extent that the corporation owns and operates all
aspects of the operation from animal production to final consumer product. These operations are
covered by EPA’s CAFO analysis to the extent that they are captured by USDA’s farm survey
and are included among EPA’s model CAFOs. While the ARMS data may include data on
CAFOs that are owned by corporate operations, these data cannot be broken out to create a
model specifically designed to represent these operations. Since EPA’s analysis uses farm
financia data and not corporate data, this analysis does not reflect the ability of corporations to
absorb compliance costs that may be incurred at CAFOs that are owned by a higher corporate
entity. EPA expects that its analysis overestimates the impact to corporate entities since revenues
of corporate entities are, in most cases, no less and likely exceed those at independently owned
and operated CAFOs.

EPA believes, therefore, that impacts on corporate operations that manage CAFOs would
be minimal. Impacts at the CAFO level in these operations would generally not be felt at the
higher corporate level because the farms in such avertically integrated corporate structure are
typically operated as cost centers. Because each farm owned by the corporate entity isa vital part
of the whole structure of the operation, the corporation does not necessarily expect profitability at
the farm level; the corporation tends to look at the whole operation and judge financial conditions
and make financial decisions at higher levels of the organization. Aslong as profitability at the
last stage of processing appears adequate, there is no point to closing afarm or farms because of
increased costs or lack of profitability at the farm production level.

At the corporate level, these operations have the advantage of size aswell. Large size
generally provides a corporation with many more financial and personnel resources for dealing
with regulatory costs and minimizing the impacts of those costs. Furthermore, large corporations
can often benefit from economies of scale, allowing for smaller per-unit costs of construction or
equipment than might be the case in smaller operations. For these reasons, EPA believes that
these large corporations will have the resources to comply with the proposed CAFO regulations
without undue financia strain.

4.3.2 Sourcesof Data

EPA evauates processor level impacts using delivered costs and revenues from the 1997
Census of Manufactures for the pork and poultry processing industries (USDC, 1999a).
Delivered costs reflect the raw materials, parts, scraps, and supplies consumed or put into
production by processing companies, but do not include the cost of fuels consumed, electricity
purchased, or work performed under contract. Revenues reflect values of shipments at the sector
level. Delivered costs and revenues are estimated by industry and classified by NAICS material
code for major raw materials consumed.
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NAICS codes used for the hog processing industry are 311611 (Animal, except poultry,
daughtering) and 311612 (Meat processed from carcasses). The NAICS codes used for the
poultry processing industry are 311615 (Poultry processing) and 311999 (All Other Misc. Food
Manufacturing). NAICS material codes were used to break poultry processing into the broiler,
egg, and turkey sectors. Table 4-15 presents the 1997 cost and revenue data for the hog and
broiler processing sectors EPA uses for this analysis.

Table 4-15. 1997 Estimated Delivered Cost for the Hog and Poultry Processing Sectors

NAICS Value of .
Material Materials Consumed Shipments Dg\lﬁﬁogsa
Code?® ($ Millions)
Hog Processing
Hogs slaughtered (NAICS Code 311611, Animal B
11221003 (Except Poultry) Slaughtering) $10,607.2
Fresh and frozen pork (NAICS Code 311611,
31161113 Animal (Except Poultry) Slaughtering) N $1,146.9
Hogs slaughtered (NAICS Code 311612, Meat B
11221003 Proc from Carc ) $29.5
Fresh and frozen pork (NAICS Code 311612, Meat
31161113 Proc | from Carc ) - $3,928.5
Total $38,510.9 $15,712.2
Broiler Processing
11232001 Y oung chickens slaughtered -- $8,946.7
11232003 Hens and other chickens slaughtered -- $188.3
Total $17,656.9 $9,135.0

Source: Derived from USDC, 1999a.
NAICS Material Code denotes the industry group that produced the raw materials consumed by the hog and
poultry processing industries.

44  MARKET LEVEL ANALYSIS

EPA’s CAFO and processor analyses measure the effects of the proposed regulations on
CAFOs and the manufacturing sectors. As these effects influence the decisions of farmers,
processors and packers, and ultimately consumers, they trandate into changes in the price and
quantity of farm commodities and retail foods and generate changes throughout the national
economy. To better understand the potential impacts, EPA conducts a market level analysis.
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EPA’s market analysis evaluates the effects of the proposed regulations on national
markets. The analysis usesalinear partial equilibrium model adapted from the COSTBEN model
developed by researchers at USDA. The modified EPA model provides a means to conduct a
long-run static analysis to measure the market effects of the proposed regulations in terms of
predicted changesin farm and retail prices and product quantities. Once price and quantity
changes are predicted by the model, EPA uses input-out multipliers that relate changesin salesto
other national level market changes.

Measured impacts include changes in price and available quantities as well as changesin
national employment and economic output. Other market changes examined by EPA include
changes in regional employment and changesin U.S. livestock and poultry trade (imports and
exports). This section presents an overview of the model (Section 4.4.1) and the data sources for
the analysis (Section 4.4.2).

4.4.1 Overview of Methodology

The market model predicts and quantifies the broader market changes that may result from
regulatory compliance costs imposed on CAFOs. The mechanisms that produce these effects are
relatively smple. Compliance costs increase farmers costs of production. The supply function
represents the amount of a product a producer is willing to supply at agiven price. When
producers costs go up the supply function shifts up, indicating producers require a higher price to
supply a given quantity. A new market equilibrium is reached when supply eventually equals
demand. EPA estimates the impact of the regulations by how that shift in the supply function
changes the overall market equilibrium.

Individual farmers generally have alimited ability to pass on increased costs associated
with regulations because of the competitive nature of livestock and poultry production and the
dynamics of the food marketing system. The marketing system is often characterized by loca
oligopsony conditions, or “few buyers’ (Rogers and Sexton, 1994). Since farmers may be
considered “ price-takers,” farms with unusually high costs or those requiring major investment to
meet the regulatory standards may be forced to drop out of the industry. The declinein the
number of farms and their lost production is what shifts the supply function. To the extent that
lower cost producers step in to fill the void as other firms exit, the supply function will shift less
than might otherwise be expected.

An economy is atightly woven web of interactions at many levels. A changein any one
sector (adirect impact) results in changes in others (indirect impacts). The supply shiftsin farm
production that are predicted by EPA’s market model would cause manufacturersto alter their
production patterns. As some industries increase production and others decrease, employees are
hired and fired, in turn changing their income and spending patterns (induced impacts).
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Changesin prices, trade, and social welfare are measured as differences between the
baseline equilibrium before the regul ation—ypreregul ation—and the shocked equilibrium after the
regulation has been implemented—postregulation. As discussed in the following sections, EPA’s
market model provides a means to measure the direct impact of a policy change on affected
markets. Indirect and induced impacts can also be estimated by applying the results of the market
model to an input-output model of the national economy.

4.4.1.1 Market Modedl

EPA’s market model is adapted from the COSTBEN model developed by the USDA’s
Economic Research Service (Hahn, 1996). EPA’s model is designed to estimate the results of the
policy onceit is fully implemented, so it does not include the additiona short-run results that
COSTBEN calculates. Long-run static analysisis appropriate for measuring the final market
effects of the proposed CAFO regulations because the compliance costs being considered are
long-run costs that include both annualized capital investments and ongoing maintenance Costs.
The EPA model assesses only the final outcome and does not address the steps taken to reach that
outcome. Appendix B provides a more detailed discussion of the market model’ s structure and
operation.

The market model analysis uses asimple, linear partial equilibrium model to predict the
effects of the proposed CAFO regulations on national markets. It measures conditions at two
market stages: farm and retail. These markets are interconnected. The supply of farm products
influences the supply of retail products, and the demand for retail products results in a derived
demand for farm products. The model puts farm level supply and retail demand functions into the
same units and sets them equal to estimate along-run equilibrium. EPA models the effect of the
estimated compliance costs as an additive shift in the domestic supply function, and their impacts
are measured as the change from the baseline equilibrium to the new post-regulatory equilibrium.
The model finds the equilibrium price and quantity in the two markets and cal cul ates the related
production, imports, exports, and economic impacts.

The model assumes perfect competition in al markets and is similar to models typically
found in agricultural economics literature (Kohls and Uhl, 1998; Pearce and Turner, 1990; Tomek
and Robinson, 1972)."" EPA defines each supply and demand function by its eagticity and the
baseline price and quantity values. Each animal sector is modeled separately, so interaction
effects between products are not included. For example, substitution of pork for beef when beef
pricesriseis not included in the model. The implications of this limitation are unclear, as pricesin
several sectors would be affected at the same time.

17Although EPA recognizes the possibility of oligopsony in certain sectors, data are insufficient to develop
amore complex model of market behavior.
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EPA estimates market level changes in terms of changes in consumer and farm level prices
for the selected products and also changes in the amount of commodities produced and traded
internationally (expressed as changesin U.S. product exports and imports).

4.4.1.2 Input-Output Analysis

The market model assesses the estimated direct impacts associated with complying with
the proposed regulations, measured in terms of dollars of industry output per year. EPA uses
these model resultsin an input-output analysis framework to estimate the affect of the proposed
CAFO regulations on national total employment and regional agricultural employment (farm and
processors) and also national economic output.

Changes in economic output are measured in terms of changes in Gross Domestic Product
(GDP). Changesin employment are measured in terms of full-time equivalents. Predicted
changes in aggregate employment are measured in terms of both direct and indirect/induced
employment. Direct employment measures the number of jobs related to the production and
processing including workers engaged in the manufacture of agricultural inputs and their supplies.
Other employment provides a broader measure of industry-related employment and includes
workers throughout the economy that provide support to the industry. Indirect employment
covers veterinary service providers, feed suppliers, agricultural supplies and farm services, and
trucking and transportation industries. Induced employment covers other local goods and
services, such as bank tellers, grocery store clerks, restaurant employees and gas station
attendants. EPA’s analysis does not adjust for offsetting increases in other parts of the economy
and other sector employment that may be stimulated as a result of the proposed regulations, such
as the construction and farm services sectors.

Input-output analysis uses multipliers that forecast how much more or less output the
whole economy would produce as aresult of each dollar increase or decrease in spending by a
given industry. Once the change in output (price times quantity) is estimated using EPA’ s market
model, EPA evaluates these changes using input-output multipliers to estimate the ripple effects
as changes in one industry pass through its suppliers and the rest of the economy. Multiplying the
original change by the multiplier gives a measure of the total direct effects (on immediate
suppliers), indirect effects (on the suppliers’ suppliers and all other industries), and induced effects
(on households spending and labor decisions). These estimates may be driven by an original
change in final demand, output, earnings, or employment and yield resultsin terms of fina
demand, output, earnings, tax revenue, or employment changes.

Although the application of multipliersis as smple as multiplication, the multipliers
themselves embody a great dedl of information. Basically, they are a synopsis of al the
interactions of an industry with the rest of the economy. The change in spending by each industry
affected by the proposed CAFO regulationsis multiplied by a multiplier unique to that industry.
Multipliers for the processing industries are adjusted to avoid double counting the effects of
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changes in those industries with changes in the agricultural sectors that supply them. Consumer
spending is treated as separate industry. When consumers must adjust their spending patterns to
pay higher meat prices, they have less money to spend on other things. Because the market model
predicts that much of the cost of the proposed CAFO regulations would be shifted to consumers,
this shift in consumer spending is often a significant portion of the economy-wide impact of a
regulation.

4.4.2 Sourcesof Data and Parameters

The market model requires specification of only a small number of parameters. A base
year provides the starting conditions for the model. EPA uses 1997 as the base year, which is
consistent with the engineering cost estimates that reflect 1997 conditions. Detailed citations for
each base year value appear in Tables 4-16 and 4-17 and Appendix B.

4.4.2.1 Market Model Data

Data and parameter inputs to the market model include prices and quantities of supply and
demand, as well as various elasticities. All the data used for the market model are from published
historical series. A summary of the key input data is presented in Table 4-16. More information
on the data sources and variables used for this analysis are described in Appendix B.

Price and quantity data for each market are mostly from USDA publications that
summarize national market conditions. ERS collates data from USDA/NASS, U.S. Department
of Commerce’s Bureau of Labor Statistics (BLS), and other sources, as well as its own research,
to develop consistent price and quantity series for many agricultural activities. These series are
published in many formats such as USDA’s Agricultural Outlook and also the Livestock, Dairy,
and Poultry Stuation and Outlook reports (USDA/ERS, various dates). Much of this
information isreadily available on-line at ERS website. The USDA World Agricultural Outlook
Board (WAOB) bases many of its projections on these series and provides a concise summary of
the information in its annual series, titled USDA Agricultural Baseline Projections
(USDA/WAOB, 1999 and 2000). Another compendium series EPA uses for thisanalysisis
USDA/ERS Food Consumption, Prices and Expenditures, 1970-1997 (Putnam and Allshouse,
1999). Other source material isfrom NASS statistical bulletins for these sectors, Agricultural
Prices Annual Summary, and USDA'’s Foreign Agricultural Service (FAS).

Where necessary, EPA supplements USDA market data with information from other
sources. Pricesfor choice fed steers and veal and choice retail beef were compiled with the
assistance of the National Cattlemen’s Beef Association (NCBA) through their membership with
Cattle-Fax, a member-owned information organization. Milk utilization (domestic demand and
traded volumes) is reported on amilk equivalent, total solids basis, as calculated by the National
Milk Producers Federation (NMPF, 1999). This measure aggregates the milk content across a
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Table 4-16. Market Model Baseline Values (1997)

Variable Beef Dairy Hog Broiler ¢ Turkey ¢ Layer ¢

Farm Products

Price $66.09/cwt | $13.38/cwt $54.30/cwit 37¢/lb 40¢/Ib 70¢/doz.
Quantity 40,893 156,100 91,960 B B 6,473
Produced thous. head mil. Ibs thous. head mil. doz.
Quantity 282 0 55 B B 895
Exported thous. head thous. head mil. doz.
Quantity 2,046 0 3,178 B B 0
Imported thous. head thous. head

Retail Products

Price $2.80/1b 145.5 $2.45/Ib 151¢/1b 105¢/1b 106¢/doz.
Quantity 25,824 156,100 17,274 27,551 5,412 5,578
Demanded mil. Ibs mil. Ibs mil. Ibs mil. Ibs mil. Ibs mil. doz.
Quantity 2,136 5,244 1,044 5,048 598 228
Exported mil. |bs mil. |bs mil. Ibs. mil. |bs mil. |bs mil. doz.
Quantity 2,343 4,383 633 5 0 7
Imported mil. |bs mil. |bs mil. |bs mil. |bs mil. doz.
Elasticities

Price Elasticity -0.621 -0.247 -0.728 -0.372 -0.535 -0.110
of Demand

Price Elasticity 1.020 1.527 0.628 0.200 0.200 0.942
of Supply

Sources.

Prices: Beef (NCBA, 2000); Dairy (USDA/ERS, 1998b); Hog (USDA/ERS, 1999c¢); Poultry (USDA/WACOB,
1999).

Quantities: Beef/Vea (USDA/ERS, 1998b and 1999d; USDA/NASS, 1998d; USDA/WAOB, 1999; Putnam and
Allshouse, 1999); Dairy (USDA/ERS, 1998; NMPF, 1999); Hogs (USDA/ERS, 1998b; USDA/NASS, 1998d;
USDA/WAOB, 1999); Poultry (USDA/ERS, 1998a).

Price Elasticities: Demand, all sectors (Huang, 1993); Beef (Foster and Burt, 1992; Foster, 2000a); Dairy (Chavas,
Kraus, and Jesse, 1990); Hog (Holt and Johnson, 1988); Chicken and Turkey (Vukina, 2000); Eggs (Chavas and
Johnson, 1981).

¥Includes veal and heifer.

b Consumer Price Index for Dairy Products as a composite good. Output is on amilk equivalent, total solids basis.
“Includes various forms of chicken meat, e.g. broilers, mixed poultry meat. Because of coordination between the
broiler feeding and processing sectors, it is not possible to determine prices per animal at the farm level. The
chicken and turkey markets are modeled in terms of pounds of production.

YEgg quantities are in million dozens. Layer “Exports’ represent eggs diverted to hatcheries, which is a fixed
number in the model.
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wide range of fluid milk and dairy foods and allows for easy comparison with annual farm milk
supplies.

Another model input includes elasticities that measure the change in quantity relative to a
changein price. Asdescribed in Section 4.2.6 on cost passthrough, the elasticity measures that
EPA uses are the same as the “ selected values’ in Table 4-14. These values are selected based on
an extensive search of the agricultural economics literature and consultation with leading experts
inthefield. Price response research is conducted by various land grant universitiesand is
published in the leading academic journals. Limited information is available on the effects of price
on traded quantities. Although thereis a genera consensus that overseas markets are more
sensitive to prices than domestic markets (Foster, 2000a), elasticities for animal product imports
and exports have not been widely studied. EPA assumes that elasticities for imports and exports
are the same as domestic elagticities. Because price elasticities are critical to the outcome of the
model, EPA has performed a sensitivity analysis to see how alternative assumptions affect the
results. These sengitivity analyses are reported in Appendix D.

4.4.2.2 Input-Output Model Data

EPA uses multipliers from the Regional Input-Output Modeling System, version 2
(RIMSI1) (USDC, 1997b) to estimate the impact on the national economy of changesin the
animal productsindustry. RIMS Il was developed to facilitate the use of input-output analysisin
regional planning. It iswidely used to assess the impacts of changesin economic activity, such as
military base closings and economic development projects. A summary of the multipliers that
EPA uses for the input-output analysis are presented in Table 4-17. Estimated effects include
changes in national employment (measured in terms of full-time equivalents) and changesin
economic output (measured in terms of changes in Gross Domestic Product). These estimated
changes are based on the estimated direct impacts, described in the preceding section, which are
measured in terms of dollars of industry output per year. More information is provided in
Appendix B.

Table 4-17 also illustrates the differences between RIMS |1 and another set of multipliers
from USFOOD, which is published by Ohio State University. USFOOD multipliers focus on the
agricultural sector and are based on the IMPLAN (Impact Analysis and Planning) input-output
software, developed by researchers at the U.S. Forest Service and University of Minnesota.
Multipliers from the IMPLAN model are commonly used for input-output analyses of agricultural
commodities (see, for example: Boggess, et al., 1997; Seidl and Weller, 2000; Gray, et al., 1999,
Able, Daft & Early, 1993).

EPA has selected the RIMS I model for this analysis because it offers a more detailed

breakout of processing and nonagricultural industries, as well as household multipliers. The
version of USFOOD available at the time of this research was based on 1977 production patterns
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Table4-17. RIMSII Multipliersfor Secondary Impact Analysis (Comparison with USFOOD)

Own Industry
Employment#

Total Output Total Employment®

Sector Name RIMSII USFOOD RIMSII USFOOD RIMSII

Farm Products

Poultry and Eggs 2.8217 2.5882 26.3665 35.5598 12.1043
Meat Animals 2.1692 -- 20.8698 -- 10.2072
Hogs -- 2.6823 -- 32.2572 --
Cattle Feeding -- 2.7146 -- 32.1979 --
Dairy Farm Products 2.3215 1.8188 23.5130 42.3332 11.5267

Food and Kindred Products”

Meat Packing Plants 2.4755 -- 18.2332 -- 3.3511
Meat/Egg Processing -- 3.0777 -- 32.1910 --
Poultry Processing 2.1822 -- 18.0150 -- 6.1750
Fluid Milk Processing 2.3968 -- 16.3311 -- 2.6981
Dairy Processing -- 2.6917 -- 32.1408 --
Other
Construction 3.0851 1.9332 32.4816 26.8497 10.9000
Households? 2.1642 -- 23.8483 — 0.2823

Sources: RIMS I1: USDC, 1996, RIMS 11 6/19/96 based on 1987 benchmark 1-O accounts and 1992 employment
and salary data, region is entire United States, adjusted to be output-driven. USFOOD: USDC, 1996, and
Sporleder and Liu, 1992.

YEmployment multipliers adjusted for inflation to 1997 values based on CPI-U.

YProcessing sector multipliers adjusted to eliminate CAFO level impacts.

“USFOOD does not include household multipliers. The RIMS Il household multiplier used in the USFOOD
results.

updated to 1985 output and prices while RIMS 11 is based on 1987 production patterns updated
with 1992 data. RIMS |1 is based on more up-to-date information as well as providing greater
detail in the households and processing industries. Other available models provide the ability to
perform more detailed input-output analysis, which is not warranted given the likely uses and level
of detail needed for this analysis.

As Table 4-17 shows, RIMS |1 and USFOOD have dlightly different industry definitions
and so are not exactly comparable. Only those multipliers with the same component standard
industrial classifications (SIC codes) are shown on the same line in the table. While the output
multipliers are smilar, RIMS I employment multipliers are 25 to 50 percent smaller than

4-66



USFOOD employment multipliers. Some of the difference may be attributable to changesin farm
and food processing technology between 1977 and 1987 and employment changes between 1985
and 1992. Methodological differences between the two approaches may also cause multipliersto
differ. Rickman and Schwer (1995) found that when the IMPLAN and RIMS Il models were
adjusted to control for differing closure methods, the multipliers did not differ significantly.

Once nationa level employment impacts are determined, these estimated impacts are used
to estimate potentia regiona impacts at the community level. EPA distributes national
employment estimates onto aregional basis using state level data that reflect livestock and
poultry production by the largest facilities in each sector. The data EPA usesto allocate national
employment impacts in the agriculture sectors are from the 1997 Census (USDA/NASS, 1999a),
which are supplemented with other state level datafrom USDA (USDA/NASS, 1998b) and with
imputed values to correct for omitted values (Westat, 2000).

443 Criteriafor Assessing Regulatory Impacts

Impacts at the market level must be carefully assessed. Unless arule has a profound effect
on al levels of the U.S. economy, market level effects at the national level are usually quite small.
Conversaly, however, small market level effects do not preclude the possibility of large impacts on
smaller units of the economy—at the sector level, regional level, or regulated entity level (in the
latter case, at individual CAFOs). Therefore, EPA closely scrutinizes the results of its input-
output analysis to avoid summary judgments regarding the affordability of the CAFO regulations,
given the likely modest reductions in overall economic output and employment that EPA
calculates (even when the gains in employment and output associated with compliance cost
expenditures are not considered).

The proposed CAFO regulations could result in disproportionate effects in some
producing areas and could induce out-migration or relocation among producing regions. These
changes could affect rural communities that may depend on the farming sectorsin an areato
sustain regional employment and support local businesses (such as input supply industries and
other supporting infrastructure) as well as to contribute to local tax revenues (CARD, 1993).
These regional impacts may not be readily apparent in areview of the aggregate market level
impacts. To the extent that data are available, EPA’s analysis examines regional effects that may
occur under the proposed CAFO regulations (as described in Section 4.4.2.2).

Furthermore, affordability judgments may require some consideration of who bears the
impacts. It may not be equitable to assume that because few impacts can be seen at the highest
levels of the economy, aruleis affordable if mgor dislocations are expected to occur at the
regulated-entity level (e.g., alarge number of CAFOs becoming vulnerable to closure).

With these concerns in mind, EPA assesses the affordability of the regulatory options and
the proposed CAFO regulations from a market standpoint in a more qualitative way than it does
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affordability at the CAFO or processor level. EPA evaluates the predicted market changes by
comparing these to reported actual changes over the last decade. This comparison provides a
benchmark for evaluating the affordability of predicted changes and also takes into account year-
to-year variability of the affected markets.

This comparison aone, however, is overly smplistic. Agricultural markets constantly
respond to change, whether it be year-to-year volatility in producer prices or input prices (such as
the cost of feed), or even reductions in output due to severe weather events. At the same time,
consumer markets for these products are large and relatively stable: a constant stream of suppliers
isamost certain and retail prices, when expressed in rea terms, have remained fairly flat or have
actually been decreasing. Whileit istrue that these markets must constantly adapt to change, this
does not address the fact that the proposed CAFO regulations would result in a sustained increase
in production costs (and result in a permanent upward shift in the supply curve).

Although these markets as a whole appear able to absorb most any market shock, large-
scale disruption within individual segments of these markets, such as the farm and processing
sectors, can occur (as discussed above) and also warrant consideration. Thus, to the extent
possible, EPA considers affordability at all three levels-CAFO, processor, and national level
markets-when assessing the overall affordability of the proposed CAFO regulations.
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SECTION FIVE

TOTAL COSTSAND ECONOMIC IMPACTS OF THE PROPOSED
CAFO REGULATIONS (ALL SUBCATEGORIES)

This section presents the national level aggregate compliance costs and economic impacts
to regulated facilities under the proposed CAFO regulations. Section 5.1 presents EPA’s analysis
of the expected post-tax costs to industry as a result of the proposed CAFO regulations. Sections
5.2 through 5.4 present the results of EPA’s analysis that evaluates the financial impacts across
three industry segments: CAFQOs, processors, and national markets. Section 5.2 presents the
results of EPA’s analysis at the CAFO level in terms of the expected costs to both existing and
new facilities, as well as the cost to other farming operations that use CAFO manure as afertilizer
substitute. Section 5.3 presents an analysis of the potential costs and impacts to the processing
sectorsin some industries. Finaly, Section 5.4 presents the results of EPA’s market level
analysis, focusing on the potential secondary impacts of the proposed regulations on both
consumer and farm level prices and quantities, and changes in national level employment and
€economic output.

The results presented in this section span various technology options and a so different
scope scenarios considered by EPA during the development of the proposed revisions. These
ELG Options and NPDES Scenarios are described in Section 3 of thisreport.! A summary
overview of the ELG Options and NPDES Scenariosis provided in Table 3-1.

For the purpose of this analysis, the “BAT Option” refers to EPA’s proposal to require
nitrogen-based and, where necessary, phosphorus-based land application controls at al livestock
and poultry CAFOs (Option 2), with the additional requirement that all cattle and dairy operations
(except veal) must conduct groundwater monitoring and implement controls, if the groundwater
beneath the production area has a direct hydrologic connection to surface water (Option 3), and
with the additional requirement that all hog, veal, and poultry CAFOs achieve zero discharge from
the animal production area with no exception for storm events (Option 5).

EPA isjointly proposing two NPDES Scenarios that differ in terms of the manner in
which operations are defined asa CAFO. Scenario 4ais the two-tier approach that defines as
CAFOs al animal feeding operations with more than 500 AU; facilities with fewer than 500 AU
are CAFOs only if designated by the permit authority. (Alternatively, Scenario 5 is the two-tier
alternative that defines all animal feeding operations with more than 750 AU as CAFOs.)

"More detail of the technol ogy options considered by EPA is provided in Section VI of the preamble.
Section V11 of the preamble provides additional information on the alternative scope scenarios considered by EPA.
The preamble presents the Agency’s rationale for each regulatory decision.
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Scenario 3 isthe three-tier approach that defines as CAFOs al animal feeding operations
with more than 1,000 AU and any operation with more than 300 AU, if they meet certain “risk-
based” conditions. Facilities with fewer than 300 AU are CAFOs only if designated by the permit
authority. Under Scenario 3, EPA would require all confinement operations with between 300
and 1,000 AU to either apply for a NPDES permit or to certify to the permit authority that they
do not meet certain conditions and thus are not required to obtain a permit. EPA isalso soliciting
comment on an alternative to co-proposed three-tier structure (Scenario 6). EPA did not evaluate
the costs and economic impacts under this alternative, however, EPA expects that the numbers of
CAFOs affected under Scenario 6 would be fewer than the 31,930 estimated for Scenario 3;
therefore, costs and impacts should be no more than those for Scenario 3. If after considering
comments, EPA decides to further explore this approach, it will conduct afull analysis of this
scenario. Scenario 6 will not be further addressed in this section.

For the purpose of this discussion, the “two-tier structure”’ refers to the combination of
BAT Option 3 (beef and dairy subcategories, except veal) and BAT Option 5 (swine, veal, and
poultry subcategories) and NPDES Scenario 4a, which covers all operations with more than 500
AU. Whereindicated, the two-tier structure may refer to the alternative threshold at 750 AU.
The “three-tier structure” refers to the combination of proposed BAT Option by subcategory and
NPDES Scenario 3 that covers operations down to 300 AU based on certain conditions.

More detail of the technology options and scoping options that are being proposed by
EPA asweéll as alternatives that were considered by EPA during the development of this
rulemaking is provided in Section 3 of thisreport. More detailed information is provided in
Sections V11 and VII1 of the preamble.

51 ANNUAL COMPLIANCE COSTSOF THE PROPOSED CAFO REGULATIONS

This section presents EPA’ s estimates of the compliance costs that would be incurred by
existing sources under the regulatory options being considered for the beef, veal, heifer, dairy,
pork, broiler, turkey, and egg laying sectors under both the two-tier (Scenario 4a and Scenario 5)
and three-tier (Scenario 3) structure. Section 5.1.1 presents EPA’ s estimate of the annual
incremental costs of the proposed BAT Option under both tier structures. Section 5.1.2 presents
EPA’s estimate of the annual costs of other EL G Options and NPDES Scenarios considered by
EPA during the development of this rulemaking.

5.1.1 Annual Costsunder Two-Tier and Three-Tier Structures
Tables 5-1 through 5-3 summarize the total annualized compliance costs to CAFOs
attributed to the proposed BAT Option/Scenario 4a (two-tier structure at 500 AU threshold), the

proposed BAT Option/Scenario 5 (two-tier structure at 750 AU threshold) and the proposed
BAT Option/Scenario 3 (three-tier structure). The tables show these costs broken out by sector
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and by broad facility size group. EPA calculates these costs using the data, methodol ogy, and
assumptions described in Section 4 and Appendix A. More detailed cost data are provided in the
Development Document (USEPA, 2000a).

Under the two-tier structure, EPA estimates that 25,540 CAFOs with more than 500 AU
may be defined as CAFOs and subject to the proposed regulations (Table 5-1). EPA estimates
that 19,100 CAFOs may be defined as CAFOs under the alternative two-tier threshold of 750 AU
(Table 5-2). Under the three-tier structure, an estimated 31,930 CAFOs would be defined as
CAFOs (Table 5-3) and an additional 7,400 operations in the 300 to 1,000 AU size range would
need to certify that they do not need to apply for a permit. Additional operations would be
affected by the proposed regulations if designated as CAFOs by the permitting authority. More
information on EPA’ s estimate of the number of affected CAFOs is provided in Section 2.

Table5-1. Annualized Post-Tax Costs, Two-Tier (500 AU), BAT Option/Scenario 4a, $1997 millions

Sector Ope';';ig';s ., Total >1000 AU 500 - 1000 AU <500 AU
Beef 3,080 $135.0 $118.5 $16.5 $0.1
Vea 90 $0.2 $0.03 $0.2 NA
Heifer 800 $8.6 $2.8 $5.8 NA
Dairy 3,760 $111.4 $65.7 $43.3 $2.4
Hog 8,550 $198.9 $148.8 $48.9 $1.2
Broiler 9,780 $74.4 $41.8 $32.5 $0.1
Layer 1,640 $9.1 $6.3 $2.8 NA
Turkey 1,280 $13.3 $6.8 $6.5 NA

Total 25,540 $550.9 $390.7 $156.4 $3.8

Source: USEPA. Options/Scenarios are defined in Table 3-1. May not add due to rounding. NA=Not Applicable.
¥Total number of affected facilities adjusts for operations with more than a single animal type and includes
expected defined CAFOs only (excludes designated facilities). However, estimated costs include costs to
designated CAFOs. Section 2 provides additional information on the number of affected facilities.



Table5-2. Annualized Post-Tax Costs, Two-Tier (750 AU), BAT Option/Scenario 5, $1997 millions

Sector Ope';';ig';s ., Total >1000 AU 750 - 1000 AU <750 AU
Beef 2,480 $125.3 $118.5 $6.7 $0.1
Vea 40 $0.1 $0.03 $0.1 NA
Heifer 420 $4.2 $2.8 $1.4 NA
Dairy 810 $86.9 $65.7 $15.0 $6.3
Hog 5,750 $171.1 $148.8 $21.5 $0.9
Broiler 7,780 $66.1 $41.8 $23.4 $1.0
Layer 1,460 $9.0 $6.3 $2.6 NA
Turkey 740 $9.6 $6.8 $2.7 NA

Total 20,920 $472.2 $390.7 $73.3 $8.2

Source: USEPA. Options/Scenarios are defined in Table 3-1. May not add due to rounding. NA=Not Applicable.
¥Total number of affected facilities adjusts for operations with more than a single animal type and includes
expected defined CAFOs only (excludes designated facilities). However, estimated costs include costs to
designated CAFOs. Section 2 provides additional information on the number of affected facilities.

Table5-3. Annualized Post-Tax Costs, Three-Tier Structure, BAT Option/Scenario 3 ($1997 millions) ¥

Sector Oper'\'gt'ig';s . Total >1000 AU 300 - 1000 AU <300 AU
Beef 3,210 $143.5 $118.5 $25.0 NA
Vea 140 $0.5 $0.03 $0.5 NA
Heifer 980 $10.6 $2.8 $7.8 NA
Dairy 6,480 $146.9 $65.7 $81.0 $0.4
Hog 8,350 $214.9 $148.8 $65.5 $0.2
Broiler 13,740 $90.0 $41.8 $48.1 NA
Layer 2,010 $9.8 $6.3 $3.5 NA
Turkey 2,060 $17.4 $6.8 $10.5 NA

Total 31,930 $633.7 $390.7 $242.0 $0.6

Source: USEPA. Options/Scenarios are defined in Table 3-1. May not add due to rounding. NA=Not Applicable.
¥Total number of affected facilities adjusts for operations with more than a single animal type and includes expected
defined CAFOs only (excludes designated facilities). However, estimated costs include costs to designated CAFOs.
Section 2 provides additional information on the number of affected facilities.
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EPA’s estimate of the number of affected CAFOs counts operations with more than a
single animal type only once.? However, EPA’s analysis computes total compliance costs (and also
financia impacts to facilities) based on the total number of CAFOs in each sector, including mixed
operations that have more than the threshold number of animals (300, 500, or 750 AU) of at least
one animal type. This approach avoids understating costs at operations with more than one animal
type. Such operations may incur costs to comply with the proposed requirements for each type of
animal raised on Site that meets the size threshold for a CAFO or is designated as a CAFO by the
permitting authority. Therefore, EPA’s compliance costs estimates likely represent the upper
bound, since costs at facilities with more than a single animal type may, in some cases, be lower
due to shared production technologies and practices across all animal types that are produced on
site.

EPA calculates two types of compliance costs—re-tax and post-tax. The post-tax costs
reflect the fact that a CAFO would be able to depreciate or expense these costs, thus generating a
tax savings. Post-tax costs thus are the actual costs the CAFO would face. Pre-tax costs reflect
the estimated total social cost of the proposed regulations, including lost tax revenue to
governments. Pre-tax dollars are used when comparing estimated costs to monetized benefits that
are estimated to accrue under the proposed regulations (see Section 10). All costs presented in
this section are presented in terms of post-tax 1997 dollars and account for annual tax savings to
CAFOs. Post-tax costs are also used to evaluate impacts to regulated facilities, presented in
Section 5.2.). EPA’s estimated compliance costs presented in the Devel opment Document are also
estimated in 1997 dollars, since 1997 is the base year of the anaysis (USEPA, 2000a). Cost
results presented in the preamble to this rulemaking (and the Executive Summary to this report)
are converted from 1997 dollars to 1999 dollars using the Construction Cost Index (ENR, 2000).

Under the two-tier structure at 500 AU threshold, EPA estimates that the total incremental
compliance cost to CAFO operators would be approximately $551 million annually, 1997 post-tax
dollars (Table 5-1). Under the aternative two-tier structure at 750 AU threshold, EPA estimates
that the total incremental compliance cost to CAFO operators would be approximately $472
million annually (Table 5-2). Under the three-tier structure, EPA estimates that the total cost to
CAFO operators would be $634 million annually (Table 5-2). (Pre-tax costs are estimated at $331
million, $721 million, and $980 million annually, respectively, expressed in 1999 dollars.®) Most of
this cost (roughly 70 percent) isincurred by CAFOs with more than 1,000 AU. Overal, about
one-third of all estimated compliance costs are incurred within the hog sectors.

Estimated costs for the three-tier structure include the cost to permitted CAFOs and the
cost to operations to certify to the permit authority that they do not meet any of the “risk-based”

%Census data for 1992 indicate that operations with mixed animal types account for 25 percent of
operations with 300 and 1000 AU. Fewer operations are mixed among operations with more than 1,000 AU
(USEPA, 20008).

*These pre-tax costs are presented in Section X.E of the preamble.
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conditions and thus are not required to obtain a permit. Under Scenario 3, EPA estimates that
31,930 livestock and poultry operations with more than 300 AU are defined as CAFOs under the
proposed regulations and required to obtain a permit (Table 5-3). An estimated 7,400 operations
would certify that they do not need to obtain a permit (estimated as the difference between
permitted operations under Scenario 3 and Scenario 4b, as shown in Table 5-5). Certification
costs incurred by these operations are included in the total annual estimated costs and are
estimated at about $40 million annually (post-tax, 1997 dollars) for each of the technology options
that build on Option 2 (Options 3, 5, 6, and 7). Thisamount is based on the estimated difference
between costs for Scenario 3 and Scenario 4b, under the ELG Option 2, for permitted CAFOs.*
EPA expects that this difference reflects the cost to operations to certify out of the permit program
associated with phosphorus-based PNP costs, facility upgrades, and letters of certification from
manure recipients. The cost to certify out of the program is assumed to be the same as the
estimated costs incurred under Option 2, since this option covers basic facility upgrades and
nutrient management planning.

Estimated costs shown in Tables 5-1 through 5-3 include costs to animal confinement
operations that may be designated as CAFOs. Asdiscussed in Section 2, EPA assumes that
designation may bring an additional 50 operations each year under the two-tier structure at 500
AU threshold, an additional 85 each year under the two-tier structure at 750 AU threshold, and an
additional 10 operations each year under the three-tier structure. In this analysis, estimated costs
to designated facilities are expressed on an average annual basis over a projected 10-year period.
For the purpose of this analysis, EPA assumes that operations that may be designated as CAFOs
and subject to the proposed regulations would consist of dairy and farrow-finish hog operations
located in more traditional farming regions. EPA aso expects that some beef, egg laying, and
broiler operations may aso be designated as CAFOs under either two-tier structure (see
Table 2-5). Tota annualized costs to designated facilities are estimated at under $4 million (Table
5-1), under $8 million (Table 5-2), under $1 million dollars annually (Table 5-3), depending on
scenario.

Table 5-4 shows EPA’s estimated incremental costs to offsite recipients. Offsite recipients
include field crop producers who use CAFO manure as afertilizer substitute. As described in the
preamble, EPA is proposing that offsite recipients of CAFO manure certify to the CAFO that
manure that will be land applied in accordance with proper agriculture practices. EPA estimates
that 18,000 crop operations will receive manure and therefore be required to certify proper manure
utilization under the proposed two-tier structure (Scenario 4a). Under the three-tier structure, up
to 3,000 additional crop operations may be affected (Table 5-4). Annualized costs to offsite
recipients are estimated at $9.2 to $10.9 million annually across the two-tier (500 AU threshold)
and three-tier structures, respectively (1997 dollars) (Table 5-4).° Coststo offsite recipients for

“Total costs to CAFOs that certify out are calculated as the difference in the estimated cost of Option 2
under Scenario 4b ($423 million) and the cost of Option 2 under Scenario 3 ($384 million). See Table 5-5.

*These costs do not account for possible tax savings associated with the expenditure.
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the two-tier structure at the 750 AU threshold costs have not been estimated. EPA’s estimates the
costs to recipients of CAFO manure that cover incremental recordkeeping and soil tests every 3
years, the cost of soil and manure sampling at the CAFO site, training for manure applicators,
application equipment calibration, and the hauling cost of excess manure generated by the CAFO.
These costs do not include the costs of spreading manure at the offsite location or any additional
payments made to brokers or manure recipients in counties with excess manure. Thisanaysisis
provided in the Development Document (USEPA, 2000a).

Table 5-4. Annualized Coststo Offsite Recipients of CAFO Manure, $1997 and $1999 millions

Sector >1000 AU >500 AU >300 AU
Number of Recipients 13,489 17,923 21,155
Total Costs ($1999 million) $7.2 $9.6 $11.3
Total Costs ($1997 million) $6.9 $9.2 $10.9

Source: Development Document (USEPA, 2000a). Options/Scenarios are defined in Table 3-1. May not add due to
rounding. NA = Not Applicable. Costs are indexed to 1997 dollars using the Construction Cost Index (ENR,
2000).

5.1.2 Coststo CAFOsof Alternative Regulatory Options and Scenarios

Alternative regulatory options considered by EPA during the devel opment of proposed
CAFO regulations include various technology options and also different regulatory scope
scenarios, as summarized in Table 3-1 (Section 3). The following sections provide additional
break out of these costs.

Table 5-5 summarizes the total annualized (post-tax) costs of aternative technology
options for each NPDES scenario and EL G technology basis considered by EPA. As shown in the
table, the total estimated costs across these options range from $230 million (Option 1/Scenario 1)
to $1.1 billion annually (Option 5, applicable to all the animal sectors, and Scenario 4b). By
scenario, this reflects the fact that fewer CAFOs would be affected under Scenario 1 (atotal of
about 16,400 operations) as compared to Scenario 4b (about 39,300 operations affected). Since
EPA’s estimate of the number of CAFOs and corresponding compliance costs do not adjust for
operations with mixed animal types, costs may be overstated. By technology option, with the
exception of Options 1 and 4, costs are evaluated incremental to Option 2 (see Table 3-1).
Incremental to Option 2, Option 5 costs are greatest.

5.1.2.1 Annual Costs of the Alternative ELG Options
Table 5-6 summarizes the total annualized (post-tax) costs to CAFOs of the proposed BAT
Option along with six alternative technology options considered by EPA under the two-tier (500

AU threshold), two-tier (750 AU threshold), and three-tier structures, respectively. These costs
are broken out by each sector in the tables below.
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Table 5-5. Annualized Post-tax Costsfor All ELG Options and NPDES Scenarios ($1997, millions)

Optior_n/ Scenari(_) da Scenario_2/3 Scenario 1 Scenario 5 Scenario 4b
Scenario “Two-Tier” “Three-Tier” >750 AU >300 AU
H#CAFOsY 25,540 31,930 16,420 19,100 39,320
Option 1 $286.7 $308.6 $230.3 $252.9 $335.3
Option 2 $359.2 $383.6 $284.2 $313.2 $423.1
Option 3 $490.8 $576.7 $396.0 $422.2 $594.1
Option 4 $598.3 $736.5 $460.0 $502.3 $760.9
Option 5 $940.7 $1,027.5 $819.7 $853.5 $1,057.5
Option 6 $418.8 $500.3 $331.9 $361.2 $482.9
Option 7 $438.8 $517.9 $347.3 $378.2 $503.5
BAT Option $550.9 $633.7 $444.7 $472.2 $664.4

Source: USEPA. Cost estimates shown include costs to designated operations. Numbers may not add due to
rounding. Option/Scenario definitions provided in Table 10-2.

Asshown in Table 5-6, the total estimated costs across these options range from $287 million
(Option 1) to $941 million (Option 5, al subcategories) in annual 1997 dollars. Table 5-6 also
presents these same results for the two-tier structure at the 750 AU threshold. As shown, the total
estimated costs across these options range from $253 million (Option 1) to $854 million

(Option 5) in annual 1997 dollars, as applicable to al the animal sectors. For the three-tier
structure, the total estimated costs across these options range from $309 million (Option 1) to
$1,028 million (Option 5) in annual 1997 dollars.

5.1.2.2 Annual Costs of the Alternative NPDES Scenarios

Table 5-7 summarizes the total annualized post-tax compliance costs associated with the
aternative NPDES scenarios that were considered but not proposed by EPA, in 1997 dollars.
(Results for Scenario 2 are the same as those for Scenario 3 since each scenario affects the same
number of CAFOs and both costs and impacts are the same.) As shown, the estimated annual
post-tax compliance costs for the proposed BAT Option range from $445 million (Scenario 1) to
$664 million (Scenario 4b) in annual 1997 dollars. This outcome is consistent with expectations,
since fewer CAFOs are affected under Scenario 1 compared to Scenario 4b.



Table5-6. Annualized Post-Tax Costs All EL G Options ($1997, millions)

Option Beef Veal Heifer Dairy Hog Broiler Layer | Turkey Total
Two-Tier Structure (500 AU)
Option 1 $47.8 $0.1 $3.6 $64.6 $88.8 $66.2 $7.3 $8.3 | $286.7
Option 2 $77.2 $0.2 $5.7 $60.7 $118.7 $74.4 $9.1 $13.3 | $359.2
Option 3 $135.0 $0.2 $8.6 | $1114 $131.1 $80.7 $9.6 $14.3 | $490.8
Option 4 $146.4 $0.6 $12.0 | $1255 $154.7 $124.0 $15.7 $19.4 | $598.3
Option 5 $532.5 $0.2 $6.7 | $105.6 $198.9 $74.4 $9.1 $13.3 | $940.7
Option 6 $77.2 $0.2 $5.7 $83.2 $155.7 $74.4 $9.1 $13.3 | $418.8
Option 7 $85.9 $0.2 $5.7 | $1204 $129.8 $74.4 $9.1 $13.3 | $438.8
BAT Option | $135.0 $0.2 $8.6 | $1114 $198.9 $74.4 $9.1 $13.3 | $550.9
Two-Tier Structure (750 AU)
Option 1 $43.3 $0.1 $1.2 $53.2 $83.1 $58.7 $7.1 $6.3 | $252.9
Option 2 $71.5 $0.1 $2.5 $49.0 $105.5 $66.1 $8.9 $9.6 | $313.2
Option 3 $125.3 $0.1 $4.2 $86.9 $114.9 $71.2 $9.4 $10.2 | $422.2
Option 4 $134.4 $0.2 $6.0 $96.3 $131.6 $106.2 $14.7 $12.9 | $502.3
Option 5 $513.6 $0.1 $3.1 $81.1 $171.1 $66.1 $9.0 $9.6 | $853.5
Option 6 $71.5 $0.1 $2.5 $59.9 $142.5 $66.1 $8.9 $9.6 | $361.2
Option 7 $79.6 $0.1 $2.5 $95.7 $115.6 $66.1 $8.9 $9.6 | $378.2
BAT $125.3 $0.1 $4.2 $86.9 $171.1 $66.1 $9.0 $9.6 | $472.2
Three-Tier Structure (Scenario 3)
Option 1 $48.6 $0.2 $4.5 $73.5 $85.8 $78.1 $7.7 $10.2 $308.6
Option 2 $77.8 $0.3 $6.9 $72.2 $111.9 $87.8 $9.6 $17.1 $383.6
Option 3 $143.5 $0.6 $10.6 | $146.9 $147.6 $98.4 $10.5 $18.8 $576.8
Option 4 $160.4 $1.2 $15.1 | $177.8 $176.9 $159.7 $18.1 $27.4 $736.7
Option 5 $544.4 $0.5 $8.8 | $141.7 $214.9 $90.0 $9.8 $17.4 | $1,027.5
Option 6 $90.7 $0.5 $7.6 | $102.1 $182.3 $90.0 $9.8 $17.4 $500.3
Option 7 $98.9 $0.5 $7.6 | $137.6 $156.1 $90.0 $9.8 $17.4 $517.9
BAT $143.5 $0.5 $10.6 | $146.9 $214.9 $90.0 $9.8 $17.4 $633.6

Source: USEPA. Options/Scenarios are defined in Table 3-1. Numbers may not add due to rounding.
Estimated costs include costs to designated CAFOs.




Across all other alternative technology options and scope scenarios, EPA estimates that
costs range from alow of $230 million (Option 1/Scenario 1) to a high of over $1 billion annually
(Option 5/Scenario 4b). Under the proposed BAT Option and alternative NPDES scenarios, the
hog sector bears the largest costs among the regulated subcategories, followed by the beef
subcategory. Lowest costs are associated with the poultry sector (Table 5-7).

Table5-7. Annualized Post-Tax Costs of Options Under Alternative NPDES Scenarios ($1997, millions)

Option1 | Option2 | Option 3 | Option4 | Option5 | Option 6 | Option 7 BAT
Sector Option
($1997 millions)
Scenario 1
Cattle $43.7 $72.8 $127.1 $138.0 $509.7 $72.7 $80.5 $127.1
Dairy $57.0 $53.7 $98.8 $112.5 $91.2 $63.4 $98.3 $98.8
Hog $80.3 $100.7 $109.6 $125.7 $161.6 $138.6 $111.3 $161.6
Poultry $49.3 $57.1 $60.5 $83.8 $57.2 $57.1 $57.1 $57.2
Total $230.3 $284.2 $396.0 $460.0 $819.7 $331.9 $347.3 $444.7
Scenario 4b
Cattle $60.1 $93.6 $159.8 $180.7 $564.2 $93.6 $102.4 $159.8
Dairy $77.3 $76.4 $152.4 $180.4 $141.1 $99.2 $134.9 $152.4
Hog $98.1 $136.2 $153.8 $192.5 $235.3 $173.3 $149.3 $235.3
Poultry $99.9 $116.9 $128.0 $207.2 $116.9 $116.9 $116.9 $116.9
Total $335.3 $423.1 $594.1 $760.9 $1,057.5 $482.9 $503.5 $664.4

Source: USEPA. Options/Scenarios are defined in Table 3-1. Numbers may not add due to rounding.

52 CAFOIMPACTS

This section presents the CAFO level impacts under each of the EL G options and many of
the NPDES scenarios considered by EPA during the development of the proposed regulations.
Section 5.2.1 discusses the pre-regulatory, or baseline, financia health of EPA’s model CAFOs
developed for thisanalysis. Section 5.2.2 examines the impact to existing facilities to comply with
the proposed EL G requirements for Best Available Technologies Economically Achievable (BAT).
Section 5.2.3 examines the affect of the proposed offsite requirements to recipients of CAFO
manure. Section 5.2.4 examines the impact to new facilities to comply with the proposed EL G
requirements for New Source Performance Standards (NSPS).
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Results are shown for the two-tier (500 AU threshold) and three-tier structures. The
impacts of the two-tier structure at 750 AU threshold are also discussed. Results are also shown
for other alternative regulatory scenarios considered by EPA during the development of this
rulemaking.

5.2.1 BasdineFinancial Health of Model CAFOs

Asdiscussed in Section 4, EPA’s CAFO anaysis examines compliance cost impacts for
representative model CAFOs. All baseline model CAFOs, regardless of sector or size or
production region, are considered to be financialy hedthy in the baseline before the impacts of the
proposed CAFO regulations are considered. Based on these data, all model CAFOs currently are
estimated to have positive discounted cash flow and debt-to-asset ratios of approximately 40
percent or less. Post-regulatory impacts are measured against this baseline. EPA considers that
negative cash flow or debt-to-asset ratios greater than about 40 percent in the impact analysis can
be attributed to the compliance costs associated with the regulatory options considered.

5.2.2 Post-compliance Impactsto Existing Operations (BAT Analysis)
5.2.2.1 Impacts under the Two-Tier and Three-Tier Structures

Economic achievahility is determined by applying the proposed criteria described in Section
4.2.5. These criteriainclude a salestest and also analysis of post-compliance cash flow and debt-
to-asset ratio for an average model CAFO. EPA uses these financial criteriato divide the impacts
of the proposed regulations into three impact categories. Thefirst category is the affordable
category, which means that the regulations have little or no financia impact on CAFO operations.
The second category is the moderate impact category, which means that the regulations will have
some financial impact on operations at the affected CAFOs, but EPA does not consider these
operations to be vulnerable to closure as aresult of compliance. The third category is the financia
stress category, which means that EPA considers these operations to be vulnerable to closure post-
compliance. EPA considers the stress impact category to indicate that the proposed requirements
may not be economically achievable by the CAFO, subject to other considerations.

For this analysis, impacts under the affordable and moderate category are associated with
positive post-compliance cash flow over a 10-year period and a debt-to-asset ratio not exceeding
40 percent, in conjunction with a sales test result that shows that compliance costs are less than 5
percent of sales (“affordable”) or between 5 and 10 percent (“moderate”). “Stress’ impacts are
associated with negative cash flow or if the post-compliance debt-to-asset ratio exceeds 40
percent, or sales test results that show costs equal to or exceeding 10 percent of sales. Additional
information on these criteria and a discussion of the basis for EPA choosing these criteriafor this
analysisis provided in Section 4.2.5. Table 4-13 provides a summary of the proposed threshold
values for each of these impact categories used for this analysis.
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EPA’s model analyzes impacts under two sets of conditions for ELG Option 3. Option 3
would impose additional requirements (such as liners, groundwater monitoring, and
recordkeeping) if a hydrologic connection from the confinement areas to surface water is present.
(See Section 3.2 for additional information.) To depict the possibility of either condition, EPA
estimates impacts under two sets of alternative assumptions. one alternative assumes that thereisa
hydrologic connection from groundwater to surface waters at the CAFO (Option 3A); the other
alternative uses average costs conditions across all operations—including those operations with
and without a hydrologic link (Option 3) (USEPA, 2000a).° For this analysis, based on available
data and information, EPA’ s analysis assumes that 24 percent of the affected operations have a
hydrologic connection to surface waters (as described in the Development Document, [USEPA,
2000a]). These operations will incur costs associated with groundwater monitoring controls. This
affects results shown for the cattle (beef, veal, and heifer) and dairy sectors. Impacts for Options 3
and 3A are aggregated in the results tables. However, of the estimated impacts shown for the
cattle and dairy sectors, all impacts under the moderate and stress categories, along with a portion
of impacts under the affordable category, are attributable to Option 3A costs and assumptions.

Tables 5-8 through 5-11 present the estimated CAFO level impacts for the proposed BAT
Option under the two-tier and three-tier structures by sector. Tables 5-9 through 5-10 show these
results across all facility sizes; Table 5-11 breaks out these results by broad size categories.
Results are expressed in terms of the number of operations that fall within the affordable,
moderate, or stress impact categories for facilities that are defined as CAFOs. For some sectors,
impacts are shown for both the zero and the partial cost passthrough assumptions.

Based on these results, EPA proposes that the regulatory alternatives are economically
achievable for all representative model CAFOs in the vedl, turkey and egg laying sectors. The
proposed requirements under the two-tier structure are also expected to be economically
achievable by all affected heifer operations. Furthermore, although operations across most sectors
may experience moderate impacts, EPA does not expect moderate financial impacts to result in
closure and considersthis level of impact to be economically achievable.

In the beef cattle, heifer, dairy, hog and broiler sectors, however, EPA’s analysis indicates
that the proposed regulations will cause some operations to experience financial stress, assuming
no cost passthrough. These operations may be vulnerable to closure by complying with the
proposed regulations. Across all sectors, an estimated 1,890 operations would experience financial
stress under the two-tier structure and an estimated 2,410 operations would experience stress
under the three-tier structure. Under the two-tier structure at the 750 AU threshold, EPA
estimates that 1,700 operations would experience financial stress. For both tier structures, EPA
estimates that the percentage of operations that would experience impacts under the stress
category represent 7 percent of all affected CAFOs (or 8 percent of all affected operationsin the

6Alternatively, estimated costs for “Option 3B” reflect representative facility level costs where no
hydrologic link is present. Option 3, 3A, and 3B costs are provided in the Development Document.
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sectors where impacts are estimated to cause financial stress in the cattle, dairy, hog, and broiler
sectors).

Results shown in Tables 5-8 through 5-11 do not include designated facilities. In addition
to impacts evaluated for operations that are defined as CAFOs, EPA estimates that the proposed
regulations could result in financial stressto 20 designated dairies under both the co-proposed
two-tier and the three-tier structures. EPA does not expect that designated operations in other
sectors will experience financial stress due to compliance. Designated dairies that are expected to
experience stress based on the results of this analysis are operations that are designated due to a
hydrologic link to surface waters, projected over a 10-year period. Under the alternative two-tier
structure (750 AU threshold), no designated operations would experience financial stress based on
the results of this analysis.

Table 5-8. Impacted Operations Under the Two-Tier Structure (BAT Option/Scenario 4a)

Number Affordable | Moderate | Stress Affordable | Moderate Stress
Sector of Zero Cost Passthrough Partial Cost Passthrough

CAFOs (Number of Affected Operations)
Fed Cattle 3,080 2,830 240 10 ND ND ND
Ved 90 90 0 0 ND ND ND
Heifer 800 680 120 0 ND ND ND
Dairy 3,760 3,240 200 320 ND ND ND
Hogs: GF 2,690 1,710 180 810 2,690 0 0
Hogs: FF 5,860 5,210 30 610 5,860 0 0
Broilers 9,780 1,960 7,670 150 8,610 1,170 0
Layers - Wet 360 360 0 0 ND ND ND
Layers- Dry 1,280 1,280 0 0 ND ND ND
Turkeys 1,280 1,230 50 0 ND ND ND
Total 28,970 18,580 8,490 1,890 26,3840 1,800 330

Source: USEPA. Impact estimates shown include impacts to designated operations. Numbers may not add due to
rounding. ND = Not Determined. Option/Scenario definitions provided in Table 3-1. Category definitions
(“Affordable,” “Moderate” and “ Stress”) are provided in Table 4-13.
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Table 5-8 shows results for the two-tier structure at the 500 AU threshold. By sector,
EPA estimates that 1,420 hog operations (17 percent of affected hog CAFOs), 320 dairies (9
percent of operations), 150 broiler operations (2 percent), and 10 beef operations (less than 1
percent) would experience financia stress. The broiler and hog operations with these impacts have
more than 1,000 AU on-site (i.e., no operations with between 500 and 1,000 AU fall in the stress
category). The dairy and cattle operations with stress impacts are those that have a ground water
link to surface water. The results of the two-tier structure at the 750 AU threshold are very similar
in terms of number of operations affected, although no cattle operations and 190 fewer dairy
operations would experience financial stress (Table 5-9).

Table 5-9. Impacted Operations Under the Two-Tier Structure (BAT Option/Scenario 5)

Number Affordable | Moderate | Stress | Affordable | Moderate Stress
Sector of Zero Cost Passthrough Partial Cost Passthrough

CAFOs (Number of Affected Operations)
Fed Cattle 2,480 2,370 100 0 ND ND ND
Ved 40 40 0 0 ND ND ND
Heifer 420 390 30 0 ND ND ND
Dairy 2,260 2,070 50 130 ND ND ND
Hogs: GF 2,300 1,310 180 810 2,300 0 0
Hogs: FF 3,460 2,820 30 610 3,460 0 0
Broilers 7,780 1,650 5,980 150 6,740 1,040 0
Layers - Wet 210 210 0 0 ND ND ND
Layers- Dry 1,260 1,260 0 0 ND ND ND
Turkeys 740 720 10 0 ND ND ND
Total 20,920 12,830 6,390 | 1,700 19,540 1,230 130

Source: USEPA. Impact estimates shown include impacts to designated operations. Numbers may not add due to
rounding. ND = Not Determined. Option/Scenario definitions provided in Table 3-1. Category definitions
(“Affordable,” “Moderate” and “ Stress”) are provided in Table 4-13.

Table 5-10 presents results for the three-tier structure, and show that 1,420 hog operations
(17 percent of affected hog CAFOs under that aternative), 610 dairies (9 percent of operations),
330 broiler operations (2 percent), and 50 beef and heifer operations (1 percent) will be adversely
impacted. Hog operations with stress impacts al have more than 1,000 AU. Affected broiler
facilities include operations with more than 1,000 AU, as well as operations with less than 1,000
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AU. Dairy and cattle operations in the stress category are operations that have a hydrologic link
from ground water to surface water. Based on these results, EPA is proposing that the proposed
regulations are economically achievable.

Table 5-10. Impacted Operations Under the Three-Tier Structure (BAT Option/Scenario 3)

Number Affordable | Moderate | Stress Affordable | Moderate Stress
Sector of Zero Cost Passthrough Partial Cost Passthrough

CAFOs (Number of Affected Operations)
Fed Cattle 3,210 2,540 650 20 ND ND ND
Ved 140 140 0 0 ND ND ND
Heifer 980 800 150 30 ND ND ND
Dairy 6,480 5,300 560 610 ND ND ND
Hogs: GF 2,650 1,660 190 810 2,650 0 0
Hogs: FF 5,710 5,070 30 610 5,710 0 0
Broilers 13,740 1,850 11,560 330 12,320 1,440 0
Layers - Wet 360 360 0 0 ND ND ND
Layers- Dry 1,660 1,660 0 0 ND ND ND
Turkeys 2,060 1,950 110 0 ND ND ND
Total 37,000 21,300 13,250 2,410 33,410 2,930 660

Source: USEPA. Impact estimates shown include impacts to designated operations. Numbers may not add due to
rounding. ND = Not Determined. Option/Scenario definitions provided in Table 3-1. Category definitions
(“Affordable,” “Moderate” and “ Stress”) are provided in Table 4-13.

In the hog and broiler sectors, EPA also evauates financial impacts with an assumption of
cost passthrough. For the purpose of this analysis, EPA assumes that the hog sector could pass
through 46 percent of compliance costs and the broiler sector could pass through 35 percent of
compliance costs. EPA derives these estimates from price elasticities of supply and demand for
each sector reported in the academic literature. More detailed information is provided in
Section 4.2.6. Assuming these levels of cost passthrough in these sectors, the magnitude of the
estimated impacts decreases to the affordable or moderate impact category. Even in light of the
uncertainty of cost passthrough (both in terms of whether the operations are able to pass cost
increases up the marketing chain and the amount of any cost passthrough), EPA proposes that the
proposed regulations will be economically achievable to al hog and broiler operations.
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Although EPA’s analysis does not consider cost passthrough among cattle or dairy
operations, EPA does expect that long-run market and structural adjustment by producersin this
sector will diminish the estimated impacts. However, EPA did determine that an evaluation of
economic impacts to dairy producers would require that EPA assume cost passthrough levelsin
excess of 50 percent before operations in the financia stress category would, instead, fal into the
affordable or moderate impact category. In thisanalysis, EPA evaluates impacts under a 67
percent cost passthrough assumption, which indicates that no dairy operations would experience
financial stress under the co-proposed tier structures. Additional information on this analysisis
providein Section 8. EPA did not conduct a similar evaluation of estimated impacts to beef cattle
and heifer operations.

Table 5-11 breaks out EPA’ s estimated CAFO level impacts by broad size categories,
including operations with more than 1,000 AU and operations with fewer than 1,000 AU, for each
of the co-proposed tier structures. Impacts are shown for the zero cost passthrough scenario only.

EPA believes its estimated impacts may be overstated since the analysis does not quantify
various cost offsets that are available to most operations, some of which are described in
Section 4.2.7. One source of potential cost offset is cost share and technical assistance available to
operators for on-site improvements that are available from various state and federal programs,
such as the Environmental Quality Incentives Program (EQIP) administered by USDA. Another
source of cost offset is revenue from manure sales, particularly of relatively higher value dry
poultry litter. EPA’s anaysis does not account for these possible sources of cost offsets because
the amount of cost offset is likely variable among facilities, depending on certain site-specific
conditions. If EPA were to quantify the potential cost offsets as part of its analysis, this would
further support EPA’ s proposed determination that the proposed requirements are economically
achievable to affected operations. Thisanaysisis provided in Section 6.

Appendix D provides results of sensitivity analyses, conducted by EPA, to examine the
impact under differing model assumptions. This anaysis examine the change in the modeling
results from varying the baseline assumptions on gross and net cash income, debt-to-asset ratios as
well as other variability factors for model CAFOs. These sensitivity analyses conclude that the
results presented here are stable across arange of possible modeling assumptions. EPA aso
conducted sengitivity analysis of the compliance costs devel oped for the purpose of estimating
CAFO leve impacts, as documented in the Devel opment Document (USEPA, 2000a).
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Table 5-11. Number of CAFOs Affected under the Co-Proposed Alternatives by Size (Zero Cost Passthrough)

Two-Tier Structure (500 AU Threshold) Three-Tier Structure
Sector No. of Aff. Mod. Stress No. of Aff. Mod. Stress
CAFOs? (number) CAFOs* (number)
CAFOs>1,000 AU
Fed Beef 2,080 2,080 0 0 2,080 2,080 0 0
Vea 10 10 0 0 10 10 0 0
Heifer 300 300 0 0 300 300 0 0
Dairy 1,450 1,450 0 0 1,450 1,450 0 0
Hogs 4,090 2,460 210 1,420 4,090 2,460 210 1,420
Broilers 3,940 200 3,600 150 3,940 200 3,600 150
Layers - Wet 50 50 0 0 50 50 0 0
Layers - Dry 590 590 0 0 590 590 0 0
Turkeys 370 370 0 0 370 370 0 0
Total 12,870 7,500 3,810 1,560 12,870 7,500 3,810 1,560
CAFOs<1,000 AU
Fed Beef 1,000 760 240 10 1,140 460 680 20
Vea 80 80 0 0 130 130 0 0
Heifer 500 380 120 0 680 500 150 30
Dairy 2,310 1,790 200 320 5,030 3,850 560 610
Hogs 4,460 4,460 0 0 4,270 4,260 10 0
Broilers 5,840 1,760 4,080 0 9,800 1,650 7,970 180
Layers - Wet 310 310 0 0 310 310 0 0
Layers - Dry 690 690 0 0 1,060 1,060 0 0
Turkeys 910 860 50 0 1,690 1,580 110 0
Total 16,100 11,080 4,690 330 24,100 13,810 9,450 850

Source: USEPA. Impact estimates shown include impacts to designated operations. Numbers may not add due to
rounding. ND = Not Determined. Option/Scenario definitions provided in Table 3-1. Category definitions
(“Affordable,” “Moderate” and “ Stress”) are provided in Table 4-13.
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5.2.2.2 Impacts under Other Regulatory Alternatives

Tables 5-12 through 5-14 present the CAFO level impacts across the dternative ELG
options and NPDES scenarios considered but not proposed by EPA during the development of this
rulemaking. In some cases, the results for alternative options are shown for Options 1 through 5
only, along with the proposed BAT Option, but are not shown for Options 6 and 7. As shown in
Table 3-1, for all technology options, with the exception of Options 1 and 4, EPA evaluates costs
in relation to Option 2. Results for Option 6 and 7 are not shown because these costs are not
evaluated in relation the proposed BAT Option combination (Option 3 for beef/dairy and Option 5
for pork/vea/poultry). If the full cost of Options 6 and 7 are considered, in addition to estimated
impacts under the proposed BAT Option, impacts to facilities would likely be more severe than
those shown for the proposed BAT Option.

Table 5-12 presents EPA’s estimate of CAFO level impacts for the aternative ELG
options, assuming zero cost passthrough, under both the two-tier (Scenario 4a) and three tier
structure (Scenario 3). The results shown are partially aggregated and combine impacts in the
cattle sector, including all beef, veal, and heifer operations, and in the hog sector, including all
farrow-finish and grow-finish operations. Results are broken out to show estimated impacts under
the two sets of Option 3 assumptions (i.e., Option 3 across all operations and Option 3A for
operations with a hydrologic link to surface waters). As shown, the proposed BAT Option is
associated with the same or dightly higher impacts than some of the other options. Under
alternative Option 4, however, EPA estimates that a substantial number of affected poultry
operations would experience financial stress, as defined for this analysis, assuming no passthrough
of costs.

Table 5-13 shows the impacts of the proposed BAT Option and the alternative options
under a partial cost passthrough assumption for the hog and poultry sectors only. For both co-
proposed alternatives, assuming modest levels of cost passthrough, the model shows that no hog
and poultry operations would experience financia stress impacts under the proposed BAT Option.
Under some other EL G options, some operations would experience impacts under the stress
category, even assuming cost passthrough. Under the two-tier structure at 500 AU threshold,
stress impacts are estimated at hog operations under the alternative Option 6 and also at poultry
operations under Option 4. Under the three-tier structure, additional operations would experience
financial stress under these options. Based on these results, the number of potential closuresis
likely greatest under Option 4, which would require all CAFOs to conduct both groundwater
monitoring and surface water sampling.
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Table 5-12. Number of CAFOs Adver sely Affected under Alternative Options (Zero Cost Passthrough)

Option Cattle Dairy Hog Broiler Layer Turkey
Stress Impacts under the Two-Tier Structure (500 AU Threshold)
Option 1 0 0 610 0 0 0
Option 2 0 0 300 150 0 0
Option 3 0 0 230 260 0 0
Option 3A 10 320 310 90 0 0
Option 4 0 0 570 6,660 0 10
Option 5 30 0 1,420 150 0 0
Option 6 0 0 1,210 150 0 0
Option 7 0 0 500 150 0 0
OBrﬁl)n 10 320 1,420 150 0 0
Stress Impactsunder the Three-Tier Structure
Option 1 0 0 610 0 0 0
Option 2 0 0 300 330 0 0
Option 3 0 0 230 470 0 0
Option 3A 50 610 320 360 0 10
Option 4 20 0 570 10,750 0 10
Option 5 100 0 1,420 330 0 0
Option 6 0 0 1,210 330 0 0
Option 7 0 0 500 330 0 0
OBrﬁl)n 50 610 1,420 330 0 0

Source: USEPA. Options/Scenarios are defined in Table 3-1. Category definitions (“ Stress”) are provided in
Table 4-13. Numbers may not add due to rounding. Option 3A impacts reflect operations where thereis a
determined groundwater hydrologic connection to surface waters (assumed at 24 percent of affected operations).
Option 3 impacts reflect average costs conditions across all operation for this option.
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Table 5-13. Number of CAFOs Adver sely Affected under Alternative Options (Partial Cost Passthrough)

Hog Poultry Hog Poultry
Option StressImpacts-Two-Tier Structure Stresslmpacts—ThrgeTier Structure
(500 AU Threshold) (Scenario 3)
(number of operations)
Option 1 0 0 0 0
Option 2 0 0 0 0
Option 3 0 0 0 0
Option 4 0 130 0 2,610
Option 5 0 0 0 0
Option 6 440 0 440 0
Option 7 0 0 0 0
BAT Option 0 0 0 0

Source: USEPA. Options/Scenarios are defined in Table 3-1. Category definitions (“ Stress’) are provided in
Table 4-13. Numbers may not add due to rounding. Option 3 includes impacts to facilities with a hydrologic link.

Table 5-14 compares the CAFO level impacts across the proposed and the adternative
NPDES scenarios. Results for Options 1 through 5 are shown, along with the proposed BAT
Option. Results also break out estimated impacts under the two sets of Option 3 assumptions.
As shown in the table, the number of potential closures range from 450 operations
(Option 2/Scenario 1) to nearly 12,000 potential closures (Option 4/Scenario 4b). Among
options, the number of possible closuresis highest under the more stringent options, including
Options 3A (i.e., requires groundwater controls at operations where there is a determined
groundwater hydrologic connection to surface waters), Option 4 (groundwater controls and
surface water sampling), and Option 5 (i.e., zero discharge from the animal production area with
no exception for storm events). Differences across scenarios reflect differences in the number of
affected operations; accordingly, the number of potential closuresis likely greatest under Scenario
4b, which would define as CAFOs all confinement operations with more than 300 AU.

5.2.3 Post-compliance Impactsto Offsite Recipients of CAFO Manure

Asdiscussed in Section 4.1.2.2, EPA assesses the economic impact to offsite recipients of
CAFO manure by comparing the estimated cost of this requirement to both aggregate and average
per-farm production costs and revenues. For the purpose of this analysis, EPA assumes that these
regulatory costs would be borne by a non-CAFO farming operation that uses animal manures as a
fertilizer substitute.
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Table 5-14. Number of CAFOs Adver sely Affected under Alternative Scenarios (Zero Cost Passthrough)

No. of Option1 | Option 2 | Option 3 Og’;i\on Option4 | Option 5 O?oltbi\gn
Setor | cAFos
(number of operations with stress impacts)
NPDES Scenario 1
Cattle 2,860 0 0 0 10 0 20 10
Dairy 3,480 0 0 0 110 0 0 110
Hogs 5,480 610 300 230 310 570 1,420 1,420
Poultry 5,500 0 150 120 40 2,530 150 150
Total 17,320 610 450 340 480 2,980 1,590 1,690
NPDES Scenario 4a (>500 AU)
Cattle 3,960 0 0 0 10 0 30 10
Dairy 3,760 0 0 0 320 0 0 320
Hogs 8,550 610 300 230 310 570 1,420 1,420
Poultry 12,700 0 150 260 100 6,660 150 150
Total 28,970 610 450 490 730 7,230 1,590 1,890
NPDES Scenario 3 (>300 AU with certification)
Cattle 4,330 0 0 0 50 0 100 50
Dairy 6,480 0 0 0 610 0 0 610
Hogs 8,360 610 300 230 320 570 1,420 1,420
Poultry 17,830 0 330 470 370 10,740 330 330
Total 37,000 610 630 700 1,350 11,310 1,850 2,410
NPDES Scenario 4b (>300 AU)
Cattle 5,330 0 0 0 90 30 180 90
Dairy 7,140 0 0 0 700 0 0 700
Hogs 14,370 610 300 230 330 570 1,420 1,420
Poultry 18,300 0 320 470 380 11,030 320 320
Total 45,140 610 620 700 1,500 11,630 1,910 2,530

Source: USEPA. Options/Scenarios are defined in Table 3-1. Category definitions (“ Stress’) are provided in

Table 4-13. Option 3A impacts reflect operations where there is a determined groundwater hydrologic connection
to surface waters (assumed at 24 percent of affected operations). Option 3 impacts reflect average costs conditions
across al operation for this option.
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As shown in Table 5-4, EPA estimates that 17,900 to 21,200 farming operations would
incur $9.2 million to $10.9 million in costs associated with requirements for the offsite transfer of
CAFO manure, depending on the co-proposed alternative ($1997). Thistrandatesto a cost of
roughly $500 per recipient, calculated as the average cost across the number of recipients
(Table 5-4).” Asreported by USDA, farm production expenses in 1997 totaled $150.6 billion
nationwide. Revenue from farm sales totaled $196.9 billion. Averaged across the total number of
farms, average per-farm costs and revenues were $78,800 and $113,000 in 1997, respectively.
Using these data, the ratio of incremental costs to offsite recipients to average operating expenses
isless than one percent. Compliance costs as a share of average farm revenue are estimated to be
even lower. Total estimated compliance costs as a share of aggregate farm expenses and sales are
also estimated at well below one percent.

5.2.4 Post-compliance Impactsto New Operations (NSPS Analysis)

EPA’ s proposed rule requires existing CAFOs to meet the BAT requirements of Option 3
for the beef and dairy subcategories (except veal) and Option 5 for the swine, veal, and poultry
subcategories. For new beef and dairy sources, EPA proposes that operations meet the same
performance standards required under the proposed BAT Option for these subcategories (Option
3 BAT). For new hog, veal, and poultry sources, EPA proposes an option that combines Option
5 BAT with the additional requirement that if there is a hydrologic link to surface water, the new
operations will also implement groundwater controls. This combined option is referred to as
Option 5+3 NSPS for the swine, veal, and poultry subcategories.

During the development of this rulemaking, EPA considered a similar combined “zero
overflow” and groundwater control option for new cattle and dairy operations (Option 8 NSPS),
which would have required all animalsto be confined within a covered structure (see Section VI
of the preamble for a description of this NSPS option). EPA rejected Option 8 NSPS for the beef
and dairy subcategory based on the results of abarrier to entry analysis.

EPA’s economic analysis of the proposed NSPS options assesses whether the proposed
standards constitute a “barrier” for new businesses wishing to enter the animal production market.
This determination is based on whether new sources would be subject to higher costs than
existing sources. Higher compliance costs for new sources could be considered a barrier to entry,
since existing sources would have a cost advantage. Generaly, an NSPS option will have similar
or lower costs than the corresponding BAT option for an existing operation. Thisis because new
sources do not need to undertake expensive retrofits when installing pollution controls. NSPS
options are considered by EPA to result in no barriers to entry for new sources if the costs are the
same as or no greater than the BAT costs for existing sources since existing operators do not gain
a cost advantage over new operators. A significant cost advantage would be a barrier to entry for

"However, EPA calculates the total cost to offsite reci pients based on an estimated cost to recipients of
roughly $1,000 per facility, which is assessed across 54 percent of facilities that are assumed to incur incremental
costs. For more information, see the Development Document (USEPA, 2000a).
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new sources. For NSPS options that are more stringent (and more costly) than requirements for
existing sources, EPA must determine whether the additional costs constitute a barrier to entry.

This section reviews al the analyses conducted by EPA to assess the NSPS options that
are being proposed. Detailed results are presented in the rulemaking record (ERG, 2000f—see
DCN 70599).

5.2.4.1 Impacts of the NSPS Options on the Beef and Dairy Subcategories

For this proposed rulemaking, EPA has evaluated the proposed option for new sources for
the beef and dairy subcategories (Option 3 NSPS). EPA’s analysis indicates that requiring Option
3 for new sources for the beef and dairy subcategories would not create any barriers to entry since
the estimated costs for new sources are the same as or less expensive than the BAT costs for
existing sources. This determination is based on a comparison of the costs of Option 3 BAT to
the costs of Option 3 NSPS on a model-by-model basis. For this comparison, EPA uses the
weighted average of Option 3A and Option 3B costs for both Option 3 BAT and Option 3 NSPS.

Estimated Option 3 NSPS costs for new beef and dairy operations are lower than Option 3 BAT
costs since they do not include retrofitting costs that would be incurred by existing sources.
EPA’s comparison of the estimated NSPS and BAT costs shows that the new source costs for
some model facilities were estimated to be more than 10 percent lower than those for existing
facilities (ERG, 2000f). However, EPA assumes that new operations will not incur costs
estimated under Option 3A, which includes groundwater controls, since they are not likely to
establish a new operation where there is a hydrologic link to surface waters (and where operating
expenses would be more costly). Thus Option 3 NSPS costs are likely to be even lower
compared to Option 3 BAT costs than was determined in this analysis. Since the estimated costs
for new sources are the same as or lower than the costs to existing facilities, EPA concludes that
the proposed NSPS option for the beef and dairy subcategory poses no barriers to entry in the
beef and dairy sectors.

This section aso presents EPA’ s evaluation of an alternative option for new sources for
the beef and dairy subcategories (NSPS Option 8). Thisoption is evaluated by comparing the
estimated Option 8 NSPS costs to the Option 3 BAT costs for each sector on a model-by-model
basis. The differencein costs is determined by calculating the percent difference between the
costs of the NSPS options and the BAT options for each CAFO model. This percent differenceis
used to judge whether to conduct additional analysis to determine whether a barrier to entry might
exist. The results of this comparison are presented in Table 5-15. Where Option 8 NSPS costs
are lower than Option 3 BAT costs, a negative percentage is shown (Table 5-15). Asshownin
the table, Option 8 NSPS costs are less expensive than Option 3 BAT for beef and heifer
operations. For the dairy sector, however, costs of Option 8 are significantly higher, estimated at
more than 10 times higher than Option 3 BAT for most models. Because of this large cost
difference in the dairy sector, EPA conducted the following additiona analysis.
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Table 5-15. Percent Differencein Costs between Option 8 NSPS and Option 3 BAT, Beef and Dairy Sectors

Sector Region Fasciizliety Per cent Difference
Category 1 Category 2 Category 3
Fed Cattle M1 -34% -29% -58%
M2 -39% -34% -69%
MW
L1 -79% -42% -89%
L2 -80% -47% -95%
M1 -16% -11% -41%
M2 -17% -13% -53%
CE
L1 -31% -16% -81%
L2 -35% -13% -95%
Dairy M1 1220% 1095% 1484%
PA M2 1604% 1073% 1994%
L1 2346% 1143% 2791%
M1 918% 878% 1070%
MW M2 1210% 967% 1423%
L1 1642% 1160% 1849%
Heifers M1 -18% -16% -33%
CE M2 -19% -16% -38%
L1 -52% -34% -74%
M1 -33% -30% -49%
MW M2 -35% -36% -56%
L1 -76% -64% -82%

Source: USEPA. Where percentages are negative, Option 3 NSPS is less expensive than Option 3 BAT. See
Table 4-1 (Section 4) for CAFO model definitions (region and size) and definitions of land availability categories.
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To assess the cost differences shown in Table 5-15, EPA examines the potential economic
impacts to new dairy operations using the same model CAFO approach EPA uses to examine
options for existing sources (described in Section 4). This approach compares NSPS compliance
costs to financial conditions for a representative model CAFO. Potential impacts to new sources
are determined based on the sales test, a post-compliance cash flow analysis, and post-compliance
debt-to-asset ratio analysis for each model CAFO. The results of this analysis indicate whether
the costs will result in affordable or moderate impacts to a facility (considered by EPA to not
result in facility closure) or whether the expected costs will result in financial stressimpact (i.e.,
facility or product line closure). Section 4.2.5 provides additional information on this approach.

Where the resulting impacts are “affordable” or “moderate” for the BAT Options but
result in “stress’ under the NSPS Option, EPA considers this to be an indication that barriers to
entry may exist (i.e., few, if any, new sources would enter the market). EPA assesses cost-to-
sales ratios to evaluate the magnitude of the cost differences and judge whether this cost
difference is significant in terms of the impact it might have on new operations. If the salestest
result for the NSPS option does not differ greatly from the sales test results for the BAT option,
EPA judges that the cost difference will not pose a barrier to entry.

The results of this analysisindicate that while Option 8 will not result in stress impacts at
beef or heifer operations, al (100 percent) of all dairy operations would experience financial stress
under Option 8 NSPS. The results of this analysis are expressed as percentages, since EPA has
not estimated numbers of new sources. This analysisis conducted assuming that all costs are
incurred at the facility under the zero cost passthrough scenario. Based on these results, EPA
determined that Option 8 would pose a barrier to entry in the dairy sector; therefore, EPA decided
not to propose Option 8 NSPS. More detailed information is available in the docket (DCN
70599).

5.2.4.2 Impacts of the NSPS Options on the Swine, Veal, and Poultry Subcategories

For this proposed rulemaking, EPA has evaluated the proposed option for new sources for
the swine, veal, and poultry subcategories (Option 5+3 NSPS). EPA’s analysis indicates that
requiring Option 3 and Option 5 for new sources for the swine, poultry and vea subcategories
would not create any barriers to entry since the estimated costs for new sources are the same as or
less expensive than the BAT costs for existing sources. This determination is based on a
comparison of the costs of Option 5 BAT to the costs of Option 5+3 NSPS on a model-by-model
basis. For thisanalysis, EPA assumes that new operations will not incur costs estimated under
Option 3A, which includes groundwater controls, since they are not likely to establish a new
operation where there is a hydrologic link to surface waters (and where operating expenses would
be more costly). Without Option 3A costs, the cost of Option 5+3 NSPS isidentical to the cost
of Option 5 BAT. Since the estimated costs for new sources are the same as the costs to existing
facilities, EPA concludes that the proposed NSPS option for these subcategories poses no barriers
to entry in the hog, poultry and veal sectors.
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EPA also conducted additional analyses that evaluate other scenarios, including the
possibility that some new facilities might be sited in hydrologically sensitive areas and may incur
higher costs than those assumed in the analysis presented here. Thisanalysisis provided in the
rulemaking record (ERG, 2000f—see DCN 70599).

5.3 PROCESSOR IMPACTS

As discussed in Section 4, EPA did not conduct a detailed estimate of the costs and
impacts that would accrue to individual co-permittees due to lack of data and market information.
However, EPA believes that the framework used to estimate costs to CAFOs provides a means to
evaluate the possible upper bound of costs that could accrue to co-permittees, based on the
potential share of (pre-tax) costs that may be passed on from the CAFO. EPA is proposing that
this amount approximates the magnitude of the costs that may be incurred by processing firmsin
those industries that may be affected by the proposed co-permitting requirements. More
information on this approach is provided in Section 4.2.6.

Table 5-16 presents the results of EPA’s analysis. This analysis focuses on the potential
magnitude of costs to co-permitteesin the pork and poultry sectors only since these are the
sectors where the proposed co-permitting requirements are likely to affect processing facilities.
However, EPA did not evaluate the potential magnitude of costs to egg and turkey processors
because the compliance costs to CAFOs in these industries is projected to be easily absorbed by
CAFOs (see Tables 5-8 through 5-10). The results presented in Table 5-16 are for the pork and
broiler industries only. EPA also did not evaluate the potential costs to cattle and dairy
processors because EPA does not expect that the proposed co-permitting requirements to affect
meat packing and processing facilities in these industries, for reasons outlined in Section 2.4 of
this report.

The potential magnitude of costs to co-permitteesis derived from the amount of cost
passthrough assumed in the CAFO level analysis. For this analysis, EPA evaluates two scenarios
of cost passthrough to processors: partial cost passthrough (greater than zero) and also 100
percent cost passthrough. EPA’s partia cost passthrough scenario assumes that 46 percent of all
hog compliance costs and 35 percent of all broiler compliance costs are passed on through the
marketing chain. Based on the results of this analysis, EPA estimates that the range of potential
annual costs to hog processorsis $135 million (partial cost passthrough) to $306 million (full cost
passthrough). EPA estimates that the range of potential annual costs to broiler processors as $34
million (partial cost passthrough) to $117 million (full cost passthrough). Table 5-16 presents
these results, expressed in 1999 pre-tax dollars. (EPA did not evaluate results for the two-tier
structure at 750 AU threshold, but results for this scenario would be lower than those for the two-
tier structure at 500 AU threshold.)

To assess the magnitude of impacts that could accrue to processors using this approach,

EPA compares the passed through compliance costs to both aggregate processor costs of
production and to revenues. Table 5-16 presents the results of this analysis, which are presented
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in terms of the assumed costs that are assumed to be passed through, compared to 1997 data from
the Department of Commerce on the revenue and costs among processors in the hog and broiler
industries. Asshown, EPA estimates that, even under full cost passthrough, incremental cost
changes are less than two percent, and passed through compliance costs as a share of revenue are
less than one percent.

Table 5-16. Estimated Costs and Impact to Broiler and Hog Processors, BAT Option (500 AU Threshold)

Passed T_hrough Passed through Passed thrpugh
Compliance 1997 Cost-to-Delivered
Cogt @ 1997 : Cost-to-Revenues Cost
ReveNnues Delivered
b/
Sector Partial | 100% Codt Partial | 100% | Partial | 100%
CPT CPT CPT CPT CPT CPT
(%1999, million) (%1997, million) (percent, comparing costs in $1997)
Hog Processor s
Two-Tier $135 $294 0.3% 0.7% 0.8% 1.8%
$38,500 $15,700
Three-Tier $141 $306 0.4% 0.8% 0.9% 1.9%
Broiler Meat Processors
Two-Tier $34 $97 0.2% 0.5% 0.4% 1.0%
$17,700 $9,100
Three-Tier $41 $117 0.2% 0.6% 0.4% 1.2%

Source: USDC, 1999a and USEPA.

JCompliance costs that are estimated to be passed through from the CAFO to the processors using a mid-range
CPT of 46 percent for the hog sector and 35 percent for the broiler sector (see Section 4.2.6).

YDelivered costs include all raw materials put into production during the year.

54 MARKET IMPACTS

EPA’s market model analysis predicts the effects of the proposed CAFO regulations on
national markets in terms of the broader market changes that may result due to compliance with
requirements. This analysis examines changes throughout the economy as impacts are absorbed
at various stages of the food marketing chain. EPA measures impacts in terms of changesin
consumer and farm level price and quantity as predicted by EPA’s market model (Section 5.4.1),
changes in national employment and economic output based on estimated reductions in market
value, as predicted by the market model (Sections 5.4.2 and 5.4.3), and aso other potential
market changes, including an evaluation of regional impacts and changesin U.S. trade (Section
5.4.4). EPA’s model measures impacts to economic activities in the livestock and poultry sectors
(direct), economic activity in industries that provide good and services to livestock and poultry
producers (indirect impacts) and activities associated with expenditures of income earned in direct
and indirect activities (induced effects). The framework for this analysisis described in Section
4.4 of this report.
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The following sections present a summary of the key results of EPA’s market model and
present predicted changesin farm and retail prices, quantities, national and regional employment,
and national economic output. Results are shown for the two-tier (500 AU threshold) and three-
tier (Scenario 3) structures, along with the results for alternative EL G options considered by EPA
during the development of this rulemaking (expressed across arange). EPA did not evaluate
market impacts under the two-tier structure at the 750 AU threshold, but impacts under this
alternative should be less than those at the 500 AU threshold.

Appendix D provides results of sensitivity analyses, conducted by EPA, to examine the
impact under differing model assumptions. EPA examined variations in the price elasticities and
prices assumed for these industries, based on information reported in the agricultural literature
and statistical compendiums. These sensitivity analyses demonstrate that the results presented
here are stable across a range of possible modeling assumptions.

5.4.1 Changesin Commodity Price and Quantity Production

Tables 5-17 and 5-18 show predicted farm and retail price changes, as compared to pre-
regulation baseline price levels. Results across alternative NPDES scenarios are provided in the
record and are not presented here since they do not differ substantially from the results presented
for each co-proposed aternative. For comparison purposes, the average annual percentage
change in price from 1990 to 1998 is provided.

EPA expects that predicted changes in animal production may raise producer prices, asthe
market adjusts to the proposed regulatory requirements. For most sectors, EPA estimates that
producer price changes will rise by less than one percent of the pre-regulation baseline price
(Table 5-17). The exception isin the hog sector, where estimated compliance costs dightly
exceed one percent of the baseline price. Predicted farm level price changes are modest when
compared to the historical year-to-year changes attributable to weather, feed costs, and other
factors.

At theretail level, EPA expects that the proposed regulations will not have a substantial
impact on overall production or consumer prices for value-added meat, eggs, and fluid milk and
dairy products. EPA estimates that retail price increases resulting from the proposed regulations
will be under one percent of baseline pricesin al sectors, averaging below the rate of general
priceinflation for al foods (Table 5-18). Intermsof retail level price changes, EPA estimates
that poultry and red meat prices will rise about one cent per pound. EPA also estimates that egg
prices will rise by about one cent per dozen and that milk prices will rise by about one cent per
galon. Results of this analysis do not differ substantially across the range of aternative ELG
options (Tables 5-17 and 5-18).

Table 5-19 summarizes the forecast reductions in farm level production, following a shift

in the supply curve under post-compliance. As shown, predicted quantity reductions are under
one-half of one percent of pre-regulation production levelsfor al sectors. Other than export and
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import changes, quantity changes at the retail level (not shown) are expected to be directly
proportional to changes at the farm level because the model assumes a fixed proportions
production process. Results of this analysis do not differ substantially across the range of
alternative EL G options (Table 5-23). EPA uses these estimated production changes, multiplied

by the appropriate per-unit market price, to compute the overall change in market value

associated with complying with the proposed CAFO regulations. EPA uses these derived values

asinputsto its input-output analysis framework and alows EPA to compute changesin

employment and economic output under post-compliance.

Table5-17. Post-Compliance Farm L evel Price Changes, Selected R

egulatory Alternatives

Beef Dairy Hogs Broilers Layers Turkeys
Option
($lowt) (centglb.) | (cents/doz.) | (cents/Ib.)
Pre-reg. Avg. Price (1997) 66.09 13.38 54.30 37.00 69.80 40.10
Price Increases
Two-Tier Structure (500 AU Threshold)
BAT Option 0.21 0.06 0.59 0.19 0.13 0.12
Range of Alt. Options 0.08-0.80 0.03-0.07 0.26-0.59 | 0.17-0.31 0.11-0.23 0.08-0.18
Three-Tier Structure
BAT Option 0.23 0.08 0.63 0.22 0.14 0.16
Range of Alt. Options 0.08-0.82 0.04-0.10 0.25-0.63 | 0.19-0.40 0.11-0.26 0.09-0.25
Percent Change
a‘éggbﬁgg‘g Change (%) 4.60 8.00 15.20 5.70 11.50 4.40
Two-Tier Structure (500 AU Threshold)
BAT Option 0.30 0.50 1.10 0.50 0.20 0.30
Range of Alt. Options 0.1-1.2 0.2-0.5 0.5-1.1 0.4-0.8 0.2-0.3 0.2-0.4
Three-Tier Structure (500 AU Threshold)
BAT Option 0.30 0.60 1.20 0.60 0.20 0.40
Range of Alt. Options 0.1-1.2 0.3-0.7 0.5-1.2 0.5-11 0.2-0.4 0.2-0.6

Source: USEPA, except historical data (pre-regulatory average price and average annual change data) that are from
USDA/ERS, 1999c and 1998b; USDA/WAOB, 1999; and NCBA, 2000.
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Table 5-18. Post-Compliance Retail Level Price Changes, Selected Regulatory Alternatives

Beef Dairy Hogs Broilers Layers Turkeys
Option
(%/1b.) (index) ($/1b.) (cents/lb.) | (cents/doz.) | (cents/lb.)
Pre-reg. Avg. Price (1997) 2.80 145.50 2.45 151.00 106.00 105.10

Price Increases

Two-Tier Structure (500 AU Threshold)

BAT Option 0.00 0.61 0.01 0.19 0.13 0.12

Range of Alt. Options 0.00-0.02 | 0.33-0.68 0.00-0.01 0.17-0.31 0.11-0.23 0.08-0.18

Three-Tier Structure

BAT Option 0.00 0.78 0.01 0.22 0.14 0.16

Range of Alt. Options 0.00-0.02 | 0.39-0.97 | $0.00-0.01 0.19-0.40 0.11-0.26 0.09-0.25

Per cent Change

Avg. Annua Change (%)

(1990-1998) 2.30 240 5.10 3.00 7.20 240

Two-Tier Structure (500 AU Threshold)

BAT Option 0.10 0.40 0.30 0.10 0.10 0.10

Range of Alt. Options 0.1-0.6 0.2-0.5 0.2-0.3 0.1-0.2 0.1-0.2 0.1-0.2

Three-Tier Structure

BAT Option 0.20 0.50 0.40 0.10 0.10 0.20

Range of Alt. Options 0.1-0.6 0.3-0.7 0.1-04 0.1-0.3 0.1-0.2 0.1-0.2

Source: USEPA, except historical data (pre-regulatory average price and average annual change data)that are from
USDA/ERS, 1999c and 1998b; USDA/WAOB, 1999; and NCBA, 2000.

5.4.2 Changesin Total National Employment

The proposed CAFO regulations are not expected to result in significant changesin
aggregate employment (measured in terms of full-time equivalents (FTES).2 Lossesin
employment are associated with decreases in commodity production in response to higher
compliance costs (Table 5-19). Predicted changes in aggregate employment are measured in
terms of both direct and indirect/induced employment. Direct employment measures the number
of jobs related to production and processing including workers engaged in the manufacture of
agricultural inputs and their suppliers. Other indirect or induced employment provides a broader
measure of industry-related employment and includes workers throughout the economy. More
information is provided in Section 4.4.

81 FTE = 2,080 hours of labor.
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Table 5-19. Post-Compliance Farm Production Changes, Selected Regulatory Alternatives

Beef Dairy Hogs Broilers Layers Turkeys
Option
(million pounds) (mil. doz.) | (mil.Ibs.)
Pre-regulatory
; 47,967 156,100 23,542 27,551 6,473 5,412
Quantity

Farm Level Quantity Reduction

Two-Tier Structure (500 AU Threshold)

BAT Option 65 193 70 13 1 3

Range of Alt. Options 23-244 105 - 217 31-70 11-21 1-1 2-5

Three-Tier Structure

BAT Option 70 248 75 15 1 4

Range of Alt. Options 24 - 250 125 - 308 30-75 13-27 1-2 3-7

Source: USEPA, except historical data (pre-regulatory quantity data) that are from USDA/ERS, 1998a, and 1998b;
USDA/WAOB, 1999; and Putnam and Allshouse, 1999.

Absorption of compliance costs by the producers and declines in production and trade are
expected to result in fewer jobs in the livestock and poultry industries. Tables 5-20 and 5-21
present EPA’ s estimates of both the direct (i.e., farm and processor level) and total (i.e., national
level) employment losses across all sectors. Total direct farm level employment is expected to
drop by 2,700 FTEsto 3,000 FTEs, depending on tier structure. These estimates include CAFO
owner-operator job losses due to business closure. Farm level employment losses are greatest in
the hog sector, coinciding with EPA’s estimate that this sector would incur over one-third of
estimated total compliance costs (Section 5.1.1). Predicted direct employment losses in the food
processing sector constitute a small share of overall employment losses, estimated at |ess than 500
FTEs under either co-proposed scenario (less than 3 percent), compared to pre-regulatory
baseline conditions. Compared to total employment in the farm and processing sectors of these
industries (see Section 2.5.3), employment losses are modest.

The remaining approximately 80 percent of predicted job losses are estimated to occur as
aresult of indirect or induced effects on nationwide employment (Tables 5-20 and 5-21). These
additional losses occur outside the affected livestock and poultry sectors and include losesin
those industries that support the agricultural community. These predicted job losses are likely to
be offset by stimulated employment in other sectors throughout the economy, such as the
construction and farm services sectors. Potentia offsetsin terms of gainsin employment to other
sectors were not evaluated by EPA.

The total reduction in aggregate national level employment in all sectors of the economy
(both direct and indirect employment) is estimated at 16,600 FTEs under the two-tier structure
and 18,100 FTEs under the three-tier structure (Tables 5-20 and 5-21). These predicted
employment losses represent shifts in employment requirements from one industry to another.
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Compared to the 129.6 million people employed in 1997 (Council of Economic Advisers, 2000),
thislossis less than one-hundredth of one percent of national level employment. Under the
aternative technology options considered by EPA, estimated total employment losses that range
from 8,400 FTEs (Option 1/Scenario 4a) to 31,600 FTEs (Option 5/Scenario3), compared to pre-
regulatory baseline conditions (Tables 5-20 and 5-21).

Table 5-20. Post-Compliance Total National Employment Changes, Two-Tier Structure (500 AU Threshold)

Beef Dairy Hogs Poultry Total @
Option
(FTEs)
Direct CAFO Level Employment Reductions
BAT Options 793 492 931 449 2,666
Range of Alt. Options 284 - 2,969 268 - 554 416 - 931 373-730 | 1,358 - 4,816
Direct Wholesale/Processing Employment Reductions
BAT Options 109 19 250 69 448
Range of Alt. Options 39-410 11-22 111 - 250 59-114 221 - 747
Consumer/Indirect/Induced Employment Reductions
BAT Options 3,697 2,688 5,195 1,921 13,501
Range of Alt. Options 1,325 - 13,839 1,465 - 3,028 2,322 - 5,195 | 1,622 - 3,156 | 6,827 - 23,502
Total Employment Reductions
BAT Options 4,599 3,200 6,376 2,439 16,615
Range of Alt. Options 1,648 - 17,218 1,744 - 3,604 2,849 - 6,376 | 2,053 - 4,000 | 8,406 - 29,066

Source: USEPA’s market model results, in conjunction with RIMS 1l multipliers (USDC, 1997b).
Totals may not add due to rounding and may include double counting since each sector is modeled separately.
Note: Total employment in 1997 was 129.6 million (Council of Economic Advisors, 2000).

5.4.3 Changesin Total National Economic Output

EPA does not expect that the proposed regulations will result in significant changesin
aggregate employment or national economic output, measured in terms of Gross Domestic
Product (GDP). EPA expects, however, that there will be losses in employment and economic
output associated with decreases in animal production due to rising compliance costs. These
losses are estimated throughout the entire economy, using available modeling approaches, and are
not attributabl e to the regulated community only. Aswith estimated employment losses, the
estimated changes in economic output do not account for any possible increases in spending in
those sectors of the economy supplying the goods and services needed to meet regulatory
requirements. Net output losses are expected to be minimal.
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Table 5-22 shows EPA’ s predicted changes in total gross output (not including gainsin
other sectors) attributable to complying with the proposed regulations. Compared to 1997
baseline levels, EPA estimates reductions in national economic output that range from $1.7 billion
to $1.9 billion under the two-tier and three-tier structure, respectively (Table 5-26). This
projected change is modest when compared to total GDP, estimated at $8.3 trillion in 1997
(Council of Economic Advisors, 2000). Under the alternative technology options considered by
EPA, estimated GDP losses range from $0.8 billion (Option 1/Scenario 4a) to $3.1 hillion (Option
5/Scenario3) (if applicable to al sectors), compared to pre-regulatory baseline conditions.

Table 5-21. Post-Compliance Total National Employment Changes, Three-Tier Structure

Beef Dairy Hogs Poultry Total
Option
(FTEs)
Direct CAFO Level Employment Reductions
BAT Options 850 633 1,005 552 3,040
Range of Alt. Options 294 - 3,045 319 - 784 402 - 1,005 442 - 954 | 1,462 - 5,235
Direct Wholesale/Processing Employment Reductions
BAT Options 117 25 269 84 496
Range of Alt. Options 41 - 421 13-31 108 - 269 70-148 231-799
Consumer/Indirect/Induced Employment Reductions
BAT Options 3,963 3,459 5,602 2,329 15,353
Range of Alt. Options 1,370 - 14,195 1,743 - 4,283 2,242 - 5,602 | 1,903 - 4,071 | 7,290 - 25,583
Total Employment Reductions
BAT Options 4,929 4,117 6,876 2,966 18,889
Range of Alt. Options 1,704 - 17,661 2,075 - 5,099 2,752 - 6,876 | 2,415- 5,173 | 8,983 - 31,617

Source: USEPA’s market model results, in conjunction with RIMS 1l multipliers (USDC, 1997b).

Totals may not add due to rounding and may include double counting since each sector is modeled separately.
Note: Total employment in 1997 was 129.6 million (Council of Economic Advisors, 2000).
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Table 5-22. Total National Gross Output Reductions, Selected Regulatory Alternatives

Beef Dairy Hogs Poultry Total

Option
($1997 million)

Two-Tier Structure (BAT Option/Scenario 4a)

BAT Options 458 296 655 242 1,651

Range of Alt. Options 164 - 1,715 161 - 333 293 - 655 204 - 397 832 - 2,893

Three-Tier Structure (BAT Option/Scenario 3)

BAT Options 491 381 707 295 1,874

Range of Alt. Options 170 - 1,760 192 - 472 283 - 707 240 - 513 888 - 3,141

Source: USEPA’s market model results, in conjunction with RIMS 1l multipliers (USDC, 1997b).
Totals may not add due to rounding and may include double counting since each sector is modeled separately.
Note: U.S. Gross Domestic Product in 1997 was $8,300.8 billion (Council of Economic Advisors, 2000).

5.4.4 Other Market Impacts

This section presents the results of EPA’s analyses to examine other market effects that
may occur as aresult of the proposed CAFO regulations. Estimated impacts include changesin
regional level employment (used as a measure to evaluate community level impacts) and also
changes in international trade (evaluated in terms of U.S. import and export volumes).

5.4.4.1 Regional Employment

For this analysis, EPA examines the potential impacts to the agricultural community by
assessing whether the proposed CAFO regulations could have community or regional level
impacts, particularly in the agricultural sectors. Such impacts could alter the competitive position
of livestock and poultry production across the nation or lead to growth or reductionsin farm
production (in- or out-migration) in different regions and communities. Ongoing structural and
technological change in these industries has influenced where farmers operate and has contributed
to locational shifts between the more traditional production regions and the emerging,
nontraditional regions. Production is growing rapidly in the non-traditiona regions due to
competitive pressures from more speciaized, lower cost producers. Thisis especialy truein hog
and dairy production (El-Osta and Johnson, 1998; McBride, 1999; lowa State University, 1998;
Martinez, 1999).

EPA does not expect that the proposed CAFO regulations would have a significant impact

on where animals are raised. On the one hand, on-site improvements in waste management and
disposal, asrequired by this regulation, could accelerate recent shifts in production to more
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nontraditional regions (such as the South and Pacific and parts of the Southeast) as higher-cost
producers in some regions exit the market to avoid relatively higher retrofitting costs of existing
facilities. On the other hand, the proposed regulations may favor more traditional production
systems where operators grow both livestock and crops, since these operations tend to have
available cropland for land application of manure nutrients. These types of operations tend to be
more diverse and generally smaller in size. Long-standing farm services and input supply
industries in these more traditional areas (such as the Midwest and Mid-Atlantic) could likewise
benefit from the proposed CAFO regulations given the need to support on-site improvements in
manure management and disposal. Local and regiona governments, and other nonfarm
enterprises, could also benefit.

The market model is national in scope and cannot address specific subregions. For this
analysis, EPA approximates changes in regional employment by disaggregating the national
employment reductions (both direct and indirect) to indicate regions where impacts of the
proposed CAFO regulations are most likely to occur. For each animal sector, EPA distributes the
national direct employment impacts at the CAFO and processor/wholesale level onto aregional
basis using state level datathat reflect livestock and poultry production by the largest facilitiesin
each state. These datainclude the 1997 Census (USDA/NASS, 1999a) and other USDA data
(USDA/NASS, 1998b), with imputed values for omitted USDA data (Westat, 2000). EPA
allocates total national indirect and induced employment changes onto aregiona basis according
to each state' s share of 1997 total U.S. population as reported for 1997 from U.S. Census data
(U.S. Census Bureau, 1999). The direct and indirect/induced results are summed to show the
total impact for each state. EPA evaluates regional impacts from these state level estimates,
aggregated to USDA’ s farm producing regions, shown in Figure 4-1.

Table 5-23 breaks out the estimated regional employment impacts between direct (farm
and processing level) and indirect/induced (other economy-wide) job losses. As shown, EPA
estimates direct employment losses to be greatest in the Midwest region given the sheer volume of
animal production in the region, which includes the Dakotas, Nebraska, and Kansas as well asthe
Corn Belt and Lake states. In the Midwest region, estimated direct job loses range from 1,300 to
or 1,400 jobs, depending on tier structure, which is about one-half of the direct job losses
estimated nationwide following compliance with the proposed regulations. Estimated job losses
include CAFO owner-operator job losses due to business closure. Including the estimated
indirect and induced employment impacts, overall job losses are more evenly distributed anong
the regions and are greatest in the Mid-Atlantic, which covers areas with both high consumer
populations and concentrated hog and poultry operations in North Carolina, Virginia, and the
Delmarva Peninsula. Based on these results, EPA concludes that more traditional agricultural
regions would not be disproportionately affected by the proposed CAFO regulations.

5.4.4.2 International Trade
As part of its market analysis, EPA evaluates the potential for changesin U.S. trade
(imports, exports) of meat, eggs, and dairy products. Foreign trade impacts are difficult to

predict, since exports are determined by economic conditions in foreign markets and changesin
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the international exchange rate for the U.S. dollar that cannot be incorporated into a simple
market model. Nevertheless, predicted higher prices could attract more imports and discourage
exports with the net effect of the proposed regulations resulting in an increase in U.S. imports and
a corresponding decrease in U.S. exports of meat, eggs, and dairy products.

Table 5-23. Regional Distribution of Predicted National Employment Reductions

Agricultl_JraI Indirect/ Total Per cent of
Region ¥ Sectors Direct Induced Labor Force
(FTEs)
Two-Tier Structure (BAT Option/Scenario 4a)
Pacific 346 2,160 2,506 0.012%
Central 690 1,976 2,666 0.013%
Midwest 1,289 3,157 4,446 0.013%
South 323 2,011 2,334 0.012%
Mid-Atlantic 466 4,196 4,662 0.011%
Total 3,114 13,501 16,614 0.012%
Three-Tier Structure (BAT Option/Scenario 3)
Pacific 432 2,457 2,888 0.013%
Central 779 2,247 3,026 0.015%
Midwest 1,405 3,590 4,995 0.015%
South 390 2,287 2,677 0.014%
Mid-Atlantic 530 4,771 5,302 0.013%
Total 3,536 15,353 18,888 0.014%

Source: USEPA’s market model results, in conjunction with RIMS Il multipliers (USDC, 1997b). State level
employment data are from the U.S. Census Bureau (1999).

Totals may not add due to rounding and may include double counting since each sector is modeled separately.
¥Regions are based on the USDA Farm Production Regions (see Figure 4-1): Pacific=Pacific, Central=Mountain
and Southern Plains, Midwest=Corn Belt, Lake States, and Northern Plains, South=Delta and Southeast, Mid-
Atlantic=Northeast and Appalachia.

Table 5-24 summarizes the impacts on retail level trade forecast from EPA’s market model. The
results of this analysis show that U.S. trade will not be significantly impacted by the proposed
CAFO regulations. EPA estimates that U.S. imports (exports) will increase (decrease) by less
than one percent compared to baseline (pre-regulation) levels in each of the commodity sectors.
By sector and by co-proposed aternative, the potential change in imports compared to baseline
trade levels ranges from a 0.02 percent increase in broiler imports to a 0.82 percent increase in
dairy product imports. The predicted drop in U.S. exports ranges from a 0.01 percent reduction
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in turkey exports to a 0.27 percent reduction in hog exports. Baseline information on U.S.
imports and exports of livestock and poultry productsis presented in Section 2.5.

Table 5-24. Post-Compliance Retail Product Import and Export Changes, Selected Regulatory Alter natives

Beef Dairy Hogs Broilers Layers Turkeys
Option
(percent)

Percentage Increasein Imports
Two-Tier Structure (500 AU Threshold)
BAT Option 0.15 0.64 0.21 0.02 0.12 NA
Range of Alt. Options 0.05- 0.56 0.35-0.72 | 0.09-0.21 | 0.02-0.04 | 0.09-0.20 NA
Three-Tier Structure
BAT Option 0.16 0.82 0.23 0.03 0.13 NA
Range of Alt. Options 0.06 - 0.58 041-101 ] 0.09-0.23 | 0.03-0.05 | 0.10-0.23 NA

Per centage Decrease in Exports
Two-Tier Structure (500 AU Threshold)
BAT Option 0.09 0.10 0.25 0.05 0.01 0.06
Range of Alt. Options 0.03-0.34 0.06-0.12 | 0.11-0.25 | 0.04-0.08 | 0.01-0.02 0.04 - 0.09
Three-Tier Structure
BAT Option 0.10 0.13 0.27 0.06 0.01 0.08
Range of Alt. Options  [0.03- 0.35 0.07-0.16 | 0.11-0.27 | 0.05-0.10 | 0.01-0.03 | 0.05-0.13

Source: USEPA, except historical datathat are from Putnam and Allshouse, 1999. NA = Not applicable.
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